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H.R. 22, THE POSTAL REFORM ACT OF 1997 


WEDNESDAY, APRIL 16, 1997 

House of Representatives, 

Subcommittee on the Postal Service, 
Committee on Government Reform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:04 a.m., in room 
2203, Rayburn House Office Building, Hon. John M. McHugh 
(chairman of the subcommittee) presiding. 

Present: Representatives McHugh, Gilman, LaTourette, Sessions, 
Fattah, Owens, and Davis. 

Staff present: Dan Blair, staff director; Heea Vazirani-Fales, Rob- 
ert Taub, Steve Williams, and Jane Hatcherson, professional staff 
members; Jennifer Tracey, clerk; and Cedric Hendricks, minority 
professional staff member. 

Mr. McHugh. To make it official, let me hit the gavel and call 
the subcommittee to order. 

Welcome to all of you today. The subcommittee this morning is 
turning its attention to postal reform as we focus on the provisions 
contained in H.R. 22, the Postal Reform Act of 1997. As I am sure 
most of you are aware, this was introduced last year and was the 
subject of four extensive hearings where we heard from a broad 
range of postal stakeholders regarding their views and rec- 
ommendations on reform measures that many, certainly that I felt 
were necessary to improve the Postal Service. 

This morning’s session will specifically focus on reforms of the 
current ratemaking process as envisioned in that particular bill. 
The current structure, as we know, was enacted 27 years ago and 
removed the Congress from the ratemaking process by implement- 
ing a cost basis ratemaking system, whereby rates are based on the 
cost of providing the specific services. H.R. 22 proposes to update 
this process through the initiation of a rate cap pricing regime. 

I want to begin by welcoming our witnesses here today and ex- 
press both my and the subcommittee’s appreciation for taking the 
time out of your busy schedules to not just appear today but to pre- 
pare your very insightful and thoughtful testimony. I have had the 
opportunity to read them all. I was reminded of many things, not 
the least of which is why I didn’t become an economics major, not 
because it isn’t interesting, not because it isn’t tremendously use- 
ful, but because I didn’t have the intelligence to grasp it. I hope 
you gentlemen will bear that shortcoming of mine in mind as we 
proceed today. But again, thank you so much for joining us. 

The dialog that I hope to initiate this morning, is intended to 
highlight any modifications that we may need to consider in evalu- 
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ating ratemaking reforms. H.R. 22 proposes dividing postal prod- 
ucts into competitive and noncompetitive categories, with the later 
subject to rate cap regulation. I anticipate that our witnesses will 
comment on this proposed structure with their detailed analysis, 
and, I am sure, constructive recommendations. 

This forum gives us the opportunity to explore in what appro- 
priate ways a price cap should be determined, including what, if 
any, inflation index to use as the benchmark, and whether a factor 
representing productivity gains in the economy should be applied 
against this inflation marker. I expect that we will examine what 
postal products best fit in which baskets. 

H.R. 22 also proposes what I feel are important new authorities 
on the Rate Commission, including responsibility for ensuring 
against service and delivery degradation. This dialog is critical in 
further refining our efforts to achieve a rational rate-setting proc- 
ess which protects captive customers from undue discrimination in 
rates while recognizing demand factors in pricing postal products. 
I hope the conversations I anticipate today will play a constructive 
role in our efforts to improve mail delivery and service. 

In designating H.R. 22, we conspicuously attempted to draft a 
bill that would reflect the times conflicting demands placed on our 
expectations of the Postal Service. To that extent we welcome sug- 
gestions on how to best improve our efforts, and criticisms as well. 
I only ask that such comments be accompanied by a constructive 
engagement with the subcommittee. 

I want to commend highly those in the profession who have cho- 
sen to offer honest dialog regarding their legitimate concerns over 
the potential impact postal reform could have on their respective 
interests. Sadly, I feel some have feigned interests to be construc- 
tive and have actually undertaken steps aimed at undermining any 
and all reform initiatives. I can only speculate that such behavior 
is grounded in one’s attempts to protect pecuniary special interests 
or that those parties are so vested in the current process that they 
lack objectivity in evaluating needed reform measures. 

Whatever the case, I hope all postal stakeholders can put aside 
past squabbles and petty rivalries and honestly assess their inter- 
est in preserving the one institution charged with providing mail 
service in our country. The Postal Service has a long history of ful- 
filling this role and our failure, in my opinion, to enact timely re- 
forms jeopardizes both the institution and the desire to provide 
timely, efficient, and affordable universal mail service. 

I first entered this debate with the stated intention to improve 
mail service to all postal customers. This goal remains paramount 
to me, and I know it does to the subcommittee members as well. 
I hope I can rely on all postal stakeholders in support of this effort. 

I would like to now yield to the ranking member of the sub- 
committee, Mr. Fattah, for any comments he may wish to make at 
this time. 

[The text of H.R. 22 follows:] 
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105th congress 
1st Session 

H.R. 22 

To REFORM THE POSTAL LAWS OF THE UNITED STATES. 


IN THE HOUSE OF REPRESENTATIVES 
January 7, 1997 

Mr. McHugh introduced the following bill; which was referred to the Committee 
on Government Reform and Oversight 


A BILL 

To REFORM THE POSTAL LAWS OF THE UNITED STATES. 

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 

SECTION 1. SHORT TITLE; TABLE OF CONTENTS. 

(a) Short Title. — This Act may be cited as the “Postal Reform Act of 1997”. 

(b) Table of Contents. — The table of contents for this Act is as follows: 

Sec. 1. Short title; table of contents. 

TITLE I— ORGANIZATION 

Sec. 101. Redesignations relating to the Governors and the Board of Governors. 

Sec. 102. Redesignations relating to the Postmaster General and the Deputy Post- 
master General. 

Sec. 103. Clarification relating to execution of amendments. 

TITLE II— GENERAL AUTHORITY 
Sec. 201. Employment of postal police officers. 

Sec. 202. Date of postmark to be treated as date of appeal in connection with the 
closing or consolidation of post offices. 

TITLE III— PRESIDENTIAL POSTAL EMPLOYEE-MANAGEMENT 
COMMISSION 

Sec. 301. Presidential Postal Employee-Management Commission. 

TITLE IV— FINANCE 

Sec. 401. End of Treasury control of Postal Service banking. 

Sec. 402. Postal Service investments. 

Sec. 403. Exclusion from Federal Financing Bank. 

Sec. 404. Elimination of Treasury preemption of borrowing by the Postal Service. 
Sec. 405. Elimination of Postal Service “put” on Treasury. 

TITLE V— BUDGET AND APPROPRIATIONS PROCESS 

Sec. 501. Repeal of provision relating to transitional appropriations. 

Sec. 502. Provisions relating to benefits under chapter 81 of title 5, United States 
Code, for officers and employees of the former Post Office Department. 

Sec. 503. Repeal of authorizations of appropriations for public service costs, rev- 
enue forgone, and certain compensatory appropriations. 

Sec. 504. Congressional oversight preserved. 

TITLE VI— MISCELLANEOUS PROVISIONS RELATING TO POSTAL RATES, 
CLASSES, AND SERVICES 

Sec. 601. Change-of-address order involving a commercial mail receiving agency. 
Sec. 602. Rates for mail under former section 4358. 
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Sec. 603. Powers of the Postal Rate Commission. 
Sec. 604. Volume discounts. 


TITLE VII— PROVISIONS RELATING TO THE TRANSPORTATION, CARRIAGE, 

OR DELIVERY OF MAIL 

Sec. 701. Obsolete provisions. 

Sec. 702. Expanded contracting authority. 

Sec. 703. Private carriage of letters. 

Sec. 704. Mailbox demonstration project. 


TITLE VIII— DIRECT APPEAL OF DECISIONS OF THE MERIT SYSTEMS 
PROTECTION BOARD 

Sec. 801. Direct appeal of decisions of the Merit Systems Protection Board. 

TITLE IX— LAW ENFORCEMENT 


Subtitle A — ^Amendments to Title 39, United States Code 


Sec. 901. Make Federal assault statutes applicable to postal contract employees. 
Sec. 902. Sexually oriented advertising. 

Sec. 903. Allow Postal Service to retain asset forfeiture recoveries. 

Sec. 904. Hazardous matter. 


Subtitle B — Other Provisions 


Sec. 911. 
Sec. 912. 
Sec. 913. 
Sec. 914. 
Sec. 915. 


Stalking Federal officers and employees. 
Nonmailability of controlled substances. 

Enhanced penalties. 

Postal burglary provisions. 

Mail, money, or other property of the United States. 


TITLE X— NEW SYSTEM RELATING TO POSTAL RATES, CLASSES, AND 

SERVICES 


Sec. 1001. Establishment. 

Sec. 1002. Termination of ratemaking authority under chapter 36 and related mat- 
ters. 


TITLE I— ORGANIZATION 

SEC. 101. REDESIGNATIONS RELATING TO THE GOVERNORS AND THE BOARD OF GOV- 
ERNORS. 

(a) References in Title 39. — Title 39, United States Code, is amended — 

(1) by striking “Board of Governors” each place it appears and inserting 
“Board of Directors”; 

(2) by striking “Governors” each place it appears (except wherever it ap- 
pears in “Board of Governors”) and inserting “Directors”; and 

(3) by striking “Governor” each place it appears and inserting “Director”. 

(b) References Outside Title 39. — Any reference in any provision of law out- 
side title 39, United States Code, enacted before the date of the enactment of this 
Act — 

(1) to the Board of Governors, within the meaning of section 102(2) of title 
39, United States Code, as in effect before the date of the enactment of this Act, 
shall be treated as referring to the Board of Directors, within the meaning of 
such section 102(2), as amended by subsection (a); or 

(2) to any of the Governors, within the meaning of section 102(3) of title 
39, United States Code, as in effect before the date of the enactment of this Act, 
shall be treated as referring to the corresponding Director or Directors, within 
the meaning of such section 102(3), as amended by subsection (a). 

SEC. 102. REDESIGNATIONS RELATING TO THE POSTMASTER GENERAL AND THE DEPUTY 
POSTMASTER GENERAL. 

(a) In General. — (1) Section 202(c) of title 39, United States Code, is amended 
by striking “Postmaster General” and inserting “Chief Executive Officer of the 
United States Postal Service”. 

(2) Section 202(d) of such title 39 is amended by striking “Deputy Postmaster 
General” and inserting “Deputy Chief Executive Officer of the United States Postal 
Service”. 
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(3) Section 102 of such title 39 is amended by striking “and” at the end of para- 
graph (2), by striking the period at the end of paragraph (3) and inserting a semi- 
colon, and by adding after paragraph (3) the following: 

“(4) ‘Chief Executive Officer’, unless the context otherwise requires, means 
the Chief Executive Officer of the United States Postal Service appointed under 
section 202(c); and 

“(5) ‘Deputy Chief Executive Officer’, unless the context otherwise requires, 
means the Deputy Chief Executive Officer of the United States Postal Service 
appointed under section 202(d).”. 

(b) Other References in Title 39. — Title 39, United States Code, is further 
amended — 

(1) by striking “Postmaster General” each place it appears (except wherever 
it appears in “Deputy Postmaster General”) and inserting “Chief Executive Offi- 
cer”; and 

(2) by striking “Deputy Postmaster General” each place it appears and in- 
serting “Deputy Chief Executive Officer”. 

(c) References Outside Title 39. — ^Any reference in any provision of law out- 
side title 39, United States Code, enacted before the date of the enactment of this 
Act — 

(1) to the Postmaster General shall be treated as referring to the Chief Ex- 
ecutive Officer of the United States Postal Service; and 

(2) to the Deputy Postmaster General shall be treated as referring to the 
Deputy Chief Executive Officer of the United States Postal Service. 

sec. 103. CLARIFICATION RELATING TO EXECUTION OF AMENDMENTS. 

Any amendment made in this title to a term “each place it appears” (or other 
words to the same effect) shall be considered to include such term when it appears 
in a table of contents or a section heading. 

TITLE II— GENERAL AUTHORITY 

SEC. 201. EMPLOYMENT OF POSTAL POLICE OFFICERS. 

Section 404 of title 39, United States Code, is amended by adding at the end 
the following: 

“(c)(1) The Postal Service may employ guards for all buildings and areas owned 
or occupied by the Postal Service or under the charge and control of the Postal Serv- 
ice, and such guards shall have, with respect to such property, the powers of special 
policemen provided by the first section of the Act cited in paragraph (2), and, as 
to such property, the Chief Executive Officer (or his designee) may take any action 
that the Administrator of General Services (or his designee) may take under section 
2 or 3 of such Act, attaching thereto penalties under the authority and within the 
limits provided in section 4 of such Act. 

“(2) The Act cited in this paragraph is the Act of June 1, 1948 (62 Stat. 281), 
commonly known as the Protection of Public Property Act.”. 

SEC. 202. DATE OF POSTMARK TO BE TREATED AS DATE OF APPEAL IN CONNECTION WITH 
THE CLOSING OR CONSOLIDATION OF POST OFFICES. 

(a) In General. — Section 404(b) of title 39, United States Code, is amended by 
adding at the end the following: 

“(6) For purposes of paragraph (5), any appeal received by the Commission 
shall — 

“(A) if sent to the Commission through the mails, be considered to have 
been received on the date of the Postal Service postmark on the envelope or 
other cover in which such appeal is mailed; or 

“(B) if lawfully delivered to the Commission by an enterprise in the private 
sector of the economy engaged in the delivery of mail, be considered to have 
been received on the date determined based on any appropriate documentation 
or other indicia (as determined under regulations of the Commission).”. 

(b) Effective Date. — This section and the amendments made by this section 
shall apply with respect to any determination to close or consolidate a post office 
which is first made available, in accordance with paragraph (3) of section 404(b) of 
title 39, United States Code, after the end of the 3-month period beginning on the 
date of the enactment of this Act. 
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TITLE III— PRESIDENTIAL POSTAL EMPLOYEE-MANAGEMENT 

COMMISSION 

SEC. 301. PRESroENTIAL POSTAL EMPLOYEE-MANAGEMENT COMMISSION. 

(a) In General. — Section 206 of title 39, United States Code, is amended to 
read as follows: 

“§ 206. Presidential Postal Employee-Management Commission 

“(a) There shall be established a Presidential Postal Employee-Management 
Commission (hereinafter in this section referred to as the ‘Commission’). 

“(b)(1) The Commission shall study and make recommendations, in accordance 
with this section, on how employee-management relations within the Postal Service 
might be improved. 

“(2) The Commission shall submit its recommendations — 

“(A) to the President and the Congress, to the extent that they involve any 
legislation; and 

“(B) to the Postal Service, to the extent that no legislation would be in- 
volved. 

“(3) All recommendations shall be submitted in the form of a written report, 
with the first set of reports due within 18 months after the Commission is first con- 
stituted, and the second and third sets of reports in 12-month intervals thereafter. 
“(4) The Commission shall terminate after submitting its third set of reports. 
“(c)(1) The Commission shall be composed of 7 members, all of whom shall be 
appointed by the President. Of the members — 

“(A) 2 shall be appointed from among persons who will represent the views 
of nonpostal labor organizations familiar with issues common to postal employ- 
ees; 

“(B) 2 shall be appointed from among persons who will represent the views 
of the management of private corporations similar in size to the Postal Service; 

“(C) 2 shall be appointed from among persons well known in the fields of 
employee-management relations, labor mediation, and collective bargaining; and 
“(D) 1 shall be appointed from among persons well known in the fields de- 
scribed in subparagraph (C), who are also generally viewed as not being pre- 
disposed to the interests of employees or management. 

“(2) All members shall be appointed for the life of the Commission. 

“(3) Not more than 4 members may be of the same political party. 

“(4) Members shall serve without compensation, but shall be reimbursed for 
necessary travel and reasonable expenses incurred in attending meetings of the 
Commission. 

“(5) The member appointed under paragraph (1)(D) shall serve as chairman of 
the Commission. 

“(d)(1) The Commission shall have a Director who shall be appointed by the 
Commission and paid at a rate not to exceed the rate of basic pay payable for level 
IV of the Executive Schedule under section 5315 of title 5. 

“(2) Upon request of the Commission, the Federal Mediation and Conciliation 
Service may detail, on a reimbursable basis, any of the personnel of that agency to 
the Commission to assist it in carrying out its duties under this Act. 

“(3) The Commission may not appoint or retain any staff, except as provided 
in paragraph (1) or (2).”. 

(b) Clerical Amendment. — The table of sections at the beginning of chapter 2 
of title 39, United States Code, is amended by striking the item relating to section 
206 and inserting the following: 

“206. Presidential Postal Employee-Management Commission.”. 

TITLE TV— FINANCE 

SEC. 401. END OF TREASURY CONTROL OF POSTAL SERVICE HANKING. 

(a) In General. — Subsection (d) of section 2003 of title 39, United States Code, 
is amended to read as follows: 

“(d)(1) The Postal Service, in its sole discretion — 

“(A) may provide that amounts which would otherwise be deposited in the 
revolving fund referred to in subsection (a) shall instead, to the extent consid- 
ered appropriate by the Postal Service, be directly deposited in a Federal Re- 
serve bank or a depository for public funds selected by the Postal Service; and 
“(B) may provide for transfers of amounts under this subsection between or 
among — 

“(i) Federal Reserve banks; 
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“(ii) depositories for public funds; and 

“(iii) the revolving fund referred to in subsection (a). 

“(2) The Postal Service, after consultation with the Secretary of the Treasury, 
shall prepare and may from time to time revise a master plan for the exercise of 
any authority under this subsection. Such plan shall address — 

“(A) the criteria that shall be applied by the Postal Service in deciding 
when and how any such authority shall be exercised; 

“(B) matters such as risk limitations, reserve balances, allocation or dis- 
tribution of monies, liquidity requirements, and measures to safeguard against 
losses; 

“(C) the types of notification or consultation requirements the Postal Serv- 
ice shall follow in connection with any exercise or proposed exercise of authority 
under this subsection; and 

“(D) procedures under which the Postal Service shall, at least annually, 
render a full accounting as to how any authority under this subsection has been 
exercised during the period involved. 

“(3)(A) Authority under this subsection may not be exercised except in accord- 
ance with applicable provisions of the master plan under paragraph (2). 

“(B) The Postal Service shall submit its master plan (and any revision thereof) 
to the President, the Secretary of the Treasury, and each House of Congress at least 
30 days before the date of its proposed implementation.”. 

(b) Savings Provision. — Until the authority under section 2003(d) of title 39, 
United States Code, as amended by subsection (a), becomes available, the provisions 
of such section 2003(d), as last in effect before being so amended, shall be treated 
as if still in effect. 

(c) Status of Monies Unchanged. — (1) Any amounts invested under section 
2003(c) of title 39, United States Code, as amended by this title, shall be considered 
to be part of the Postal Service Fund, to the same extent as if they had been in- 
vested under section 2003(c) of such title 39, as last in effect before the date of the 
enactment of this Act. 

(2) Any amounts deposited or transferred under section 2003(d) of title 39, 
United States Code, as amended by this title, shall be considered to be part of the 
Postal Service Fund, to the same extent as if they had been transferred under sec- 
tion 2003(d) of such title 39, as last in effect before the date of the enactment of 
this Act. 

SEC. 402. POSTAL SERVICE INVESTMENTS. 

Section 2003(c) of title 39, United States Code, is amended by striking all after 
“it may” and inserting the following: “invest such amounts as it considers appro- 
priate in obligations of, or obligations guaranteed by, the Government of the United 
States.”. 

SEC. 403. EXCLUSION FROM FEDERAL FINANCING BANK. 

Section 2005(d) of title 39, United States Code, is amended — 

(1) in paragraph (4) by striking “and” after the semicolon; 

(2) in paragraph (5) by striking the period and inserting “; and”; and 

(3) by adding at the end the following: 

“(6) notwithstanding the provisions of the Federal Financing Bank Act of 
1973 or any other provision of law (except as may be specifically provided by 
reference to this paragraph in any Act enacted after this paragraph takes ef- 
fect), not be eligible for purchase hy, or commitment to purchase by, or sale or 
issuance to, the Federal Financing Bank.”. 

SEC. 404. ELIMINATION OF TREASURY PREEMPTION OF BORROWING BY THE POSTAL SERV- 
ICE. 

Section 2006(a) of title 39, United States Code, is amended by striking all after 
the first sentence. 

SEC. 405. ELIMINATION OF POSTAL SERVICE “PUT” ON TREASURY. 

Section 2006(b) of title 39, United States Code, is amended to read as follows: 
“(b) The Secretary of the Treasury may purchase obligations of the Postal Serv- 
ice in such amounts as the Secretary of the Treasury and the Postal Service, in their 
discretion, may agree.”. 

TITLE V— BUDGET AND APPROPRIATIONS PROCESS 

SEC. 501. REPEAL OF PROVISION RELATING TO TRANSITIONAL APPROPRIATIONS. 

(a) Repeal. — (1) Section 2004 of title 39, United States Code, is repealed. 

(2) The item relating to section 2004 in the table of sections at the beginning 
of chapter 20 of such title 39 is repealed. 
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(3) Section 2003(e)(2) of such title 39 is amended by striking “sections 2401 and 
2004” each place it appears and inserting “section 2401”. 

(b) Clarification That Liabilities Formerly Paid Pursuant to Section 
2004 Remain Liabilities Payable by the Postal Service. — Section 2003 of title 
39, United States Code, is amended by adding at the end the following: 

“(h) Liabilities of the former Post Office Department to the Employees’ Com- 
pensation Fund (appropriations for which were authorized by former section 2004, 
as in effect before the effective date of this subsection) shall be liabilities of the Post- 
al Service payable out of the Fund.”. 

(c) Effective Date. — This section and the amendments made by this section 
shall take effect on October 1, 1998. 

sec. 502. PROVISIONS RELATING TO BENEFITS UNDER CHAPTER 81 OF TITLE 5, UNITED 
STATES CODE, FOR OFFICERS AND EMPLOYEES OF THE FORMER POST OFFICE DE- 
PARTMENT. 

(a) In General. — Section 8 of the Postal Reorganization Act (39 U.S.C. 1001 
note) is amended by inserting “(a)” after “8.” and by adding at the end the following: 

“(b) For purposes of chapter 81 of title 6, United States Code, the Postal Service 
shall, with respect to any individual receiving benefits under such chapter as an of- 
ficer or employee of the former Post Office Department, have the same authorities 
and responsibilities as it has with respect to an officer or employee of the Postal 
Service receiving such benefits.”. 

(b) Effective Date. — This section and the amendments made by this section 
shall take effect on October 1, 1998. 

SEC. 503. REPEAL OF AUTHORIZATIONS OF APPROPRIATIONS FOR PUBLIC SERVICE COSTS, 
REVENUE FORGONE, AND CERTAIN COMPENSATORY APPROPRIATIONS. 

(a) In General. — Section 2401 of title 39, United States Code, is amended by 
striking subsections (b), (c), (d), (f), and (g), and by redesignating subsection (e) as 
subsection (b). 

(b) Conforming Amendments. — (1) Section 2003 of title 39, United States 
Code, is amended — 

(A) in subsection (e) by striking paragraph (2) and by redesignating sub- 
section (e)(1) as subsection (e); and 

(B) by striking subsection (f) and by redesignating subsection (g) as sub- 
section (f). 

(2) Section 2009 of such title 39 is amended by striking the last two sentences. 

(3) Sections 2803(a) and 2804(a) of such title 39 are amended by striking 
“2401(g)” and inserting “2401(b)”. 

(4) Section 3626(a)(2)(B) of such title 39 is amended by striking “paragraph 
(3)(A) or section 2401(c);” and inserting “paragraph (3)(A), section 3217, or sections 
3403-3406;”. 

(5) (A) Section 3627 of such title 39 is repealed. 

(B) The item relating to section 3627 in the table of sections at the beginning 
of chapter 36 of such title 39 is repealed. 

(C) Section 3684 of such title 39 is amended by striking “Except as provided 
in section 3627 of this title, no” and inserting “No”. 

(c) Effective Date. — This section and the amendments made by this section 
shall take effect on October 1, 1998. 

SEC. 504. CONGRESSIONAL OVERSIGHT PRESERVED. 

Subsection (b) of section 2401 of title 39, United States Code, as so redesignated 
by section 503(a), is amended — 

(1) by striking “Committee on Post Office and Civil Service” each place it 
appears and inserting “Committee on Government Reform and Oversight”; 

(2) by striking “and the Committees on Appropriations of the Senate and 
the House of Representatives”; 

(3) in the matter before paragraph (1) — 

(A) by striking “2009 of this title,” and inserting “2009 for a fiscal 

year,”; and 

(B) by striking “for the fiscal year for which funds are requested to be 

appropriated,” and inserting “for such fiscal year,”; 

(4) in paragraph (3) by striking “during the fiscal year for which funds are 
requested to be appropriated,” and inserting “during the fiscal year referred to 
in the matter before paragraph (1),”; 

(5) by striking “Not later than March 15 of each year,” and inserting “Each 
year,”; and 
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(6) by striking “any such committee considers necessary to determine the 
amount of funds to be appropriated for the operation of the Postal Service,” and 
inserting “either such committee considers necessary,”. 

TITLE VI— MISCELLANEOUS PROVISIONS RELATING TO POSTAL 
RATES, CLASSES, AND SERVICES 

SEC. 601. CHANGE-OF-ADDRESS ORDER INVOLVING A COMMERCIAL MAIL RECEIVING AGEN- 
CY. 

(a) In General. — Subchapter V of chapter 36 of title 39, United States Code, 
is amended by adding at the end the following: 

“§3686. Change-of-address order involving a commercial mail receiving 
agency 

“(a) For the purpose of this section, the term ‘commercial mail receiving agency’ 
or ‘CMRA’ means a private business that acts as the mail receiving agent for spe- 
cific clients. 

“(b) Upon termination of an agency relationship between an addressee and a 
commercial mail receiving agency — 

“(1) the addressee or, if authorized to do so, the CMRA may file a change- 
of-address order with the Postal Service with respect to such addressee; 

“(2) a change-of-address order so filed shall, to the extent practicable, be 
given full force and effect; and 

“(3) any mail for the addressee that is delivered to the CMRA after the fil- 
ing of an appropriate order under this subsection shall be subject to subsection 
(c). 

“(c) Mail described in subsection (b)(3) shall, if marked for forwarding and re- 
mailed hy the CMRA, be forwarded by the Postal Service in the same manner as, 
and subject to the same terms and conditions (including limitations on the period 
of time for which a change-of-address order shall be given effect) as apply to, mail 
forwarded directly by the Postal Service to the addressee.”. 

(b) Clerical Amendment. — The table of sections at the beginning of chapter 36 
of title 39, United States Code, is amended by adding after the item relating to sec- 
tion 3685 the following: 

“3686. Change-of-address order involving a commercial mail receiving agency.”. 

SEC. 602. RATES FOR MAIL UNDER FORMER SECTION 4358. 

Section 3626 of title 39, United States Code, is amended by adding at the end 
the following: 

“(n) In the administration of this section, matter shall not be excluded from 
being mailed at the rates for mail under former section 4358 solely because such 
matter does not meet the requirements of former section 4354(a)(5).”. 

SEC. 603. POWERS OF THE POSTAL RATE COMMISSION. 

Section 3604 of title 39, United States Code, is amended by adding at the end 
the following: 

“(f)(1) Any Commissioner of the Commission, any administrative law judge ap- 
pointed by the Commission under section 3105 of title 5, and any employee of the 
Commission designated by the Commission may administer oaths, examine wit- 
nesses, take depositions, and receive evidence. 

“(2) The Chairman of the Commission, any Commissioner designated by the 
Chairman, and any administrative law judge appointed by the Commission under 
section 3105 of title 5 may, with respect to any proceeding under section 3624 or 
3661 or chapter 37 — 

“(A) issue subpenas requiring the attendance and presentation of testimony 
of any individual, and the production of documentary or other evidence, from 
any place in the United States, any territory or possession of the United States, 
the Commonwealth of Puerto Rico, or the District of Columbia; and 

“(B) order the taking of depositions and responses to written interrog- 
atories. 

The written concurrence of a majority of the Commissioners then holding office 
shall, with respect to each subpena under subparagraph (A), be required in advance 
of its issuance. 

“(3) In the case of contumacy or failure to obey a subpena issued under this sub- 
section, upon application by the Commission, the district court of the United States 
for the district in which the person to whom the subpena is addressed resides or 
is served may issue an order requiring such person to appear at any designated 
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place to testify or produce documentary or other evidence. Any failure to obey the 
order of the court may be punished by the court as a contempt thereof. 

“(g)(1) If the Postal Service determines that any document or other matter it 
provides to the Commission pursuant to a subpena issued under subsection (f), or 
otherwise at the request of the Commission in connection with any proceeding or 
other purpose under this chapter or chapter 37, contains information which is de- 
scribed in section 410(c) of this title, or exempt from public disclosure under section 
562(b) of title 6, the Postal Service shall, at the time of providing such matter to 
the Commission, notify the Commission, in writing, of its determination (and the 
reasons therefor). 

“(2) No officer or employee of the Commission may, with respect to any informa- 
tion as to which the Commission has been notified under paragraph (1) — 

“(A) use such information for purposes other than the purposes for which 
it is supplied; or 

“(B) permit anyone who is not an officer or employee of the Commission to 
have access to any such information. 

“(3) Paragraph (2) shall not prevent information from being furnished under 
any process of discovery established under this title in connection with a proceeding 
under this chapter or chapter 37 which is conducted in accordance with sections 556 
and 567 of title 5. The Commission shall, by regulations based on rule 26(c) of the 
Federal Rules of Civil Procedure, establish appropriate administrative and other 
safeguards to ensure the security and confidentiality of any information furnished 
under the preceding sentence.”. 

SEC. 604. VOLUME DISCOUNTS. 

(a) In General. — Subsection (c) of section 403 of title 39, United States Code, 
is amended by striking “(c)” and inserting “(c)(1)” and by adding at the end the fol- 
lowing: 

“(2) Nothing in this title shall be considered to preclude the Postal Service from 
offering any discount in a rate or fee, on the basis of volume, so long as — 

“(A) all persons are, with respect to the class of mail or postal service in- 
volved, eligible for the same volume discount; and 
“(B) the discounted rate — 

“(i) if a product in the noncompetitive category of mail is involved, does 
not exceed the meiximum rate then allowable for such product under sub- 
chapter II of chapter 37; or 

“(ii) if a product in the competitive category of mail is involved, satisfies 
the requirement under section 3742(b) that each such product bear the di- 
rect and indirect postal costs attributable to such product plus a reasonable 
contribution to all other costs of the Postal Service.”. 

(b) Demonstration Project. — 

(1) In general. — 

(A) Purpose. — ^As soon as practicable after the date of the enactment 
of this Act, the United States Postal Service shall conduct a demonstration 
project, the purpose of which shall be to determine the feasibility and desir- 
ability of affording volume discounts to mailers on a negotiated basis. 

(B) Limitation. — The demonstration project shall be limited to prod- 
ucts in the competitive category of mail (within the meaning of section 
3741(2) of title 39, United States Code, as amended by section 1001). 

(C) Discounts. — Under the demonstration project, any discounts shall 
be on such terms and conditions as may be mutually agreed to by the Post- 
al Service and the mailer, subject to section 403(c)(2)(B)(ii) of title 39, 
United States Code (as amended by subsection (a)). 

(2) Other requirements. — Subsections (c)(1)(A), (d)(1) (excluding subpara- 
graphs (A)(i), (B)(ii), and (C)(ii) thereof), and (e) of section 704 shall apply with 
respect to the demonstration project under this subsection. 

(c) Effective Date. — This section and the amendments made by this section 
shall take effect on the date on which section 1002 (relating to termination of rate- 
making authority under chapter 36 and related matters) takes effect. 

TITLE VII— PROVISIONS RELATING TO TRANSPORTATION, CARRIAGE, 
OR DELIVERY OF MAIL 

sec. 701. OBSOLETE PROVISIONS. 

(a) Repeal. — Chapter 52 of title 39, United States Code, is repealed. 

(b) Conforming Amendments. — (1) Section 5005(a) of title 39, United States 
Code, is amended — 

(A) by repealing paragraph (1); and 
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(B) in paragraph (4) by striking “(as defined in section 5201(6) of this title)”. 
(2) Section 10721(b)(1) of title 49, United States Code, is amended by striking 
“chapters 50 and 52” and inserting “chapter 50”. 

(c) Eliminating Restriction on Length of Contracts. — (1) Section 5005(b)(1) 
of title 39, United States Code, is amended by striking “shall be for periods not in 
excess of 4 years (or where the Postal Service determines that special conditions or 
the use of special equipment warrants, not in excess of 6 years) and”. 

(2) Section 5402(c) of such title 39 is amended by striking “for a period of not 
more than 4 years”. 

(3) Section 5605 of such title 39 is amended by striking “for periods of not in 
excess of 4 years”. 

SEC. 702. EXPANDED CONTRACTING AUTHORITY. 

Subsection (d) of section 5402 of title 39, United States Code, is amended to 
read as follows: 

“(d) Notwithstanding the provisions of subsections (a) through (c), the Postal 
Service may contract for the transportation of mail by aircraft, except as provided 
in subsections (f) and (g).”. 

SEC. 703. PRIVATE CARRIAGE OF LETTERS. 

Section 601(a) of title 39, United States Code, is amended by inserting “when 
the amount paid for private carriage of the letter is at least $2, or” before “when”. 

SEC. 704. MAILBOX DEMONSTRATION PROJECT. 

(a) Purpose. — The purpose of this section is to determine the feasibility and de- 
sirability of allowing non-postage bearing matter to be deposited in private 
letterboxes. 

(b) Project. — As soon as practicable after the date of the enactment of this Act, 
the United States Postal Service shall — 

(1) develop a plan for the conducting of a demonstration project under this 
section; and 

(2) within 18 months after the date of the enactment of this Act, commence 
implementation of such plan. 

(c) Specifications. — 

(1) In general. — The demonstration project — 

(A) shall be conducted over a 3-year period; 

(B) shall include such areas as the Postal Service considers appro- 
priate, except that such project shall include at least 1 urban area, 1 rural 
area, and 1 suburban area, each of which shall involve a sufficient level of 
participation so as to ensure meaningful results; and 

(C) shall include provisions under which any person may elect not to 
participate, or to cease to participate, in the project. 

(2) Temporary suspension of section 1725 of title is. — Section 1725 of 
title 18, United States Code, shall not apply with respect to conduct occurring — 

(A) within an area included in the demonstration project; and 

(B) while the demonstration project is ongoing. 

(d) Procedures. — 

(1) In general. — The Postal Service shall — 

(A) develop a plan for the demonstration project which identifies — 

(i) the specific areas to be included in the project; 

(ii) the commencement and termination dates of the project; 

(hi) the legal authority for the project; and 

(iv) specific details as to what the project will entail; 

(B) at least 90 days before commencing implementation of the project — 

(i) publish the proposed plan in the Federal Register, including no- 
tice as to the time and manner in which interested persons may submit 
written comments; and 

(ii) provide notification of the proposed plan to persons served with- 
in the areas to be included in the project, including the relevant infor- 
mation as to the time, form, and manner in which any such person 
shall have the opportunity to present their views, in writing or by oral 
presentation, as they may elect; and 

(C) after considering the comments and views and any other informa- 
tion received under subparagraph (B), prepare the final version of the plan 
for such project and, not later than 30 days before commencing implementa- 
tion of the project — 

(i) publish the final plan in the Federal Register; and 

(ii) provide notification of the final plan to persons served within 
the areas to be included in the project. 
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(2) Factors to be taken into account in selecting areas for inclu- 
sion. — In identifying areas for inclusion in the demonstration project, the Postal 
Service shall take into account — 

(A) what types of data are needed in order to permit a meaningful eval- 
uation under subsection (e); and 

(B) such other factors as the Postal Service considers appropriate. 

(3) Written determinations. — Any determination of the Postal Service to 
commence implementation of the demonstration project shall be in writing and 
shall include the findings of the Postal Service with respect to the factors re- 
quired to be taken into account under paragraph (2). Such determination and 
findings shall be made available to the persons served by the Postal Service 
within each area included in the project. 

(e) Evaluation. — Not later than 1 year after the demonstration project ends, 
the Comptroller General of the United States shall submit to each House of Con- 
gress a written evaluation of such project, including recommendations as to whether 
or not the authority tested by the project should be broadened in scope and made 
permanent and, if so, with what modifications (if any). 

TITLE VIII— DIRECT APPEAL OF DECISIONS OF THE MERIT SYSTEMS 
PROTECTION BOARD 

SEC. 801. DIRECT APPEAL OF DECISIONS OF THE MERIT SYSTEMS PROTECTION BOARD. 

Section 7703 of title 5, United States Code, is amended by adding at the end 
the following: 

“(e)(1) The Chief Executive Officer may, with respect to any employee of the 
Postal Service or applicant for employment with the Postal Service, and subject to 
the provisions of sections 409(b)-(e) and 411 of title 39, obtain review of any final 
order or decision of the Board by filing a petition for judicial review in the United 
States Court of Appeals for the Federal Circuit if the Chief Executive Officer deter- 
mines, in his or her discretion, that the Board erred in interpreting a civil service 
law, rule, or regulation affecting personnel management and that the Board’s deci- 
sion will have a substantial impact on a civil service law, rule, regulation, or policy 
directive, as applied with respect to the Postal Service. If the Chief Executive Offi- 
cer did not intervene in a matter before the Board, the Chief Executive Officer may 
not petition for review of a Board decision under this section unless the Chief Exec- 
utive Officer first petitions the Board for a reconsideration of its decision, and such 
petition is denied. In addition to the named respondent, the Board and all other par- 
ties to the proceedings before the Board shall have the right to appear in the pro- 
ceeding before the Court of Appeals. The granting of the petition for judicial review 
shall be at the discretion of the Court of Appeals. 

“(2) For purposes of applying the provisions of section 7701(e) in the case of a 
decision that relates to an employee of the Postal Service or applicant for employ- 
ment with the Postal Service, such provisions shall be applied by substituting ‘Di- 
rector or Chief Executive Officer of the United States Postal Service’ for ‘Director’. 
“(3) For purposes of this subsection — 

“(A) the term ‘Chief Executive Officer’ means the Chief Executive Officer 
of the United States Postal Service; and 

“(B) the term ‘Postal Service’ means the United States Postal Service.”. 

TITLE IX— LAW ENFORCEMENT 
Subtitle A — ^Amendments to Title 39, United States Code 

SEC. 901. MAKE FEDERAL ASSAULT STATUTES APPLICABLE TO POSTAL CONTRACT EMPLOY- 
EES. 

Section 1008 of title 39, United States Code, is amended — 

(1) in subsection (a) by inserting “or entrusted with mail under contract 
with the Postal Service” after “mail”; and 

(2) in subsection (b) by inserting “an employee of the Postal Service for the 
purposes of sections 111 and 1114 of title 18, and” after “deemed”. 

SEC. 902. SEXUALLY ORIENTED ADVERTISING. 

(a) Civil Penalty. — Section 3011 of title 39, United States Code, is amended — 

(1) by redesignating subsections (b) through (e) as subsections (c) through 

(f) , respectively; and 

(2) by inserting after subsection (a) the following: 

“(b)(1) Upon a finding by the court that a sexually oriented advertisement has 
been mailed in violation of section 3010(b), the court may assess, on whoever made 
the mailing or caused it to be made, a civil penalty of not less than $500 and not 
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more than $1,600 for each violation. Each piece of mail sent in violation of section 
3010(b) shall constitute a separate violation. 

“(2) For purposes of this subsection — 

“(A) receipt of a sexually oriented advertisement after the recipient’s name 
and address have been listed (as described in section 3010(b)) for at least 60 
days shall create a rebuttable presumption that such advertisement was mailed 
more than 30 days after that individual’s name and address became so listed; 
and 

“(B) receipt in the mail of a sexually oriented advertisement addressed to 
‘Occupant’ or ‘Resident’ (or any other term permitted by Postal Service stand- 
ards on simplified addressing) at the recipient’s address, or which is specifically 
addressed to the recipient, but with an inconsequential error or variation in the 
recipient’s name or address, shall, for purposes of applying the mailing prohibi- 
tion of section 3010(b), create a rebuttable presumption that such advertisement 
was mailed to such recipient. 

“(3) Any penalty assessed under paragraph (1) shall be paid to the Postal Serv- 
ice for deposit in the Postal Service Fund established by section 2003.”. 

(b) Repeal. — 

(1) In general. — Section 3008 of title 39, United States Code, and the item 
relating to such section in the table of sections at the beginning of chapter 30 
of such title, are repealed. 

(2) Conforming amendments. — (A) Subsection (f) of section 3011 of such 
title 39 (as so redesignated by subsection (a)) is amended by striking “section 
3006, 3007, or 3008” and inserting “section 3006 or 3007”. 

(B) Section 1737 of title 18, United States Code, is amended — 

(i) in subsection (a) by striking “3008 or”; and 

(ii) in subsection (b) by striking “3008(a) or”. 

(c) Effective Date. — This section and the amendments made by this section 
shall take effect 90 days after the date of the enactment of this Act. The amend- 
ments made by this section shall be treated as if they had never been enacted for 
purposes of any mailing made or caused to be made before this section takes effect. 
SEC. 903. ALLOW POSTAL SERVICE TO RETAIN ASSET FORFEITURE RECOVERIES. 

Paragraph (7) of section 2003(b) of title 39, United States Code, is amended to 
read as follows: 

“(7) amounts (including proceeds from the sale of forfeited items) from any 
civil forfeiture conducted by the Postal Service and from any forfeiture resulting 
from an investigation in which the Postal Service has primary responsibility, 
except that nothing in this paragraph shall preclude the Postal Service, on such 
terms as it may determine, from sharing such amounts with any Federal, State, 
or local law enforcement agency which participated in any of the acts which led 
to the seizure or forfeiture of the property; and”. 

SEC. 904. HAZARDOUS MATTER. 

(a) Civil Penalty. — Chapter 30 of title 39, United States Code, is amended by 
adding at the end the following: 

“§ 3016. Civil penalty for prohibited mailing and defieient packaging of haz- 
ardous matter 

“(a) For the purposes of this section — 

“(1) the term ‘parcel’ includes any kind of package, envelope, container, or 
other piece of mail; 

“(2) the term ‘manner’ includes the preparation and packaging of a piece 
of mail; 

“(3) a person shall be considered to have acted knowingly if — 

“(A) such person had actual knowledge of the facts giving rise to the 
violation; or 

“(B) a reasonable person acting in the same circumstances and exer- 
cising due care would have had such knowledge; and 

“(4) the term ‘hazardous matter’ has the meaning given such term by sec- 
tion 1716 of title 18. 

“(b) Any person — 

“(1) who knowingly mails or causes to be mailed any parcel, the contents 
of which constitute or include any hazardous matter which has been declared 
by statute or Postal Service regulation to be nonmailable under any cir- 
cumstances; 

“(2) who knowingly mails or causes to be mailed a parcel in violation of any 
statute or Postal Service regulation restricting the time, place, or manner in 
which hazardous matter may be mailed; or 
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“(3) who knowingly manufactures, distributes, or sells any container, pack- 
aging kit, or similar device that — 

“(A) is represented, marked, certified, or sold by such person for use in 
the mailing of any hazardous matter; and 

“(B) fails to conform with any statute or Postal Service regulation set- 
ting forth standards for containers, packaging kits, or similar devices used 
for the mailing of hazardous matter; 

shall be liable to the Postal Service for a civil penalty in an amount not to exceed 
$25,000 per violation. 

“(c) The Postal Service may enforce this section by commencing a civil action 
in accordance with section 409(d). The action may be brought in the district court 
of the United States for the district in which the defendant resides or any district 
in which the defendant conducts business or in which a violation of this section was 
discovered. 

“(d) In determining the amount of any civil penalty to be assessed under this 
section, the district court — 

“(1) shall treat as a separate violation — 

“(A) each parcel mailed or caused to be mailed as described in para- 
graph (1) or (2) of subsection (b); and 

“(B) each container, packaging kit, or similar device manufactured, dis- 
tributed, or sold as described in subsection (b)(3); and 
“(2) shall take into account — 

“(A) the nature, circumstances, extent, and gravity of each violation 
committed; and 

“(B) with respect to the person found to have committed such violation, 
the degree of culpability, any history of prior offenses, ability to pay, effect 
on ability to continue to do business, and such other matters as justice may 
require. 

“(e) All penalties collected under authority of this section shall be paid into the 
Postal Service Fund established by section 20()3.”. 

(b) Clerical Amendment. — The table of sections at the beginning of chapter 30 
of title 39, United States Code, is amended by adding at the end the following: 

“3016. Civil penalty for prohibited mailing and deficient packaging of hazardous 
matter.”. 


Subtitle B — Other Provisions 
SEC. 911. STALKING FEDERAL OFFICERS AND EMPLOYEES. 

(a) In General. — Chapter 41 of title 18, United States Code, is amended by 
adding at the end the following: 

“§881. Stalking Federal and postal officers and employees 

“(a) Whoever — 

“(1) repeatedly engages in a pattern of conduct (including maintaining a 
visual or physical proximity or verbal or written threat) directed at another per- 
son who is or was an officer or employee — 

“(A) in the executive, legislative, or judicial branch of the Federal Gov- 
ernment; or 

“(B) in the United States Postal Service; 

while such other person is engaged in official duties or on account of such du- 
ties; 

“(2) knows that such conduct is likely to place that other person in reason- 
able fear of sexual battery, bodily injury, or death; and 
“(3) thereby induces such fear in that other person; 
shall be punished as provided in subsection (b) of this section. 

“(b)(1) The punishment for an offense under subsection (a) of this section is the 
greatest of the following: 

“(A) In the case of a first conviction under such subsection, a fine under 
this title or imprisonment for not more than 3 years, or both. 

“(B) In the case of a second or subsequent conviction under such subsection, 
a fine under this title or imprisonment for not more than 15 years, or both. 

“(C) If, during the commission of the offense, the offender uses a deadly or 
dangerous weapon, a fine under this title or imprisonment for not more than 
10 years, or both. 

“(D) If the offense violates a protective order, a fine under this title or im- 
prisonment for not more than 5 years, or both. 
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“(2) If a sentence of probation is imposed for an offense under subsection (a) of 
this section, the court shall require the defendant to undergo appropriate psy- 
chiatric, psychological, or social counselling. 

“(c) As used in this section, the term ‘protective order’ means any court order 
that requires an individual — 

“(1) to refrain from behavior prohibited by subsection (a) of this section; or 

“(2) to refrain from contact with the person who subsequently is a victim 
of the offense under such subsection that is committed by that individual. 

“(d)(1) Whoever is or is about to be aggrieved by a violation of subsection (a) 
of this section may, in a civil action, obtain from the person engaging or about to 
engage in that violation, appropriate relief, including punitive damages in the case 
of a completed violation and reasonable attorney’s fees. 

“(2) If- 

“(A) the court issues an injunction against the person engaging or about to 
engage in a violation of subsection (a) of this section; 

“(B) such person is an officer or employee in the executive branch of the 
Federal Government or in the United States Postal Service; and 

“(C) there is a nexus between the enjoined conduct and such person’s office 
or employment; 

the court may order that the person be suspended or summarily discharged from 
such office or employment.”. 

(b) Clerical Amendment. — The table of sections at the beginning of chapter 41 
of title 18, United States Code, is amended by adding at the end the following: 

“881. Stalking Federal and postal officers and employees.”. 

SEC. 912. NONMAHABILITY OF CONTROLLED SUBSTANCES. 

Section 1716 of title 18, United States Code, is amended by adding at the end 
the following: 

“Whoever knowingly deposits for mailing or delivery, or knowingly causes to be 
delivered by mail, according to the direction thereon, or at any place at which it 
is directed to be delivered by the person to whom it is addressed, unless in accord- 
ance with the rules and regulations authorized to be prescribed by the Postal Serv- 
ice, any controlled substance, as that term is defined for the purposes of the Con- 
trolled Substances Act, shall, if the distribution of a like amount of such substance 
is a felony under such Act, be fined under this title or imprisoned not more than 
5 years, or both.”. 

SEC. 913. ENHANCED PENALTIES. 

Pursuant to its authority under section 994 of title 28, United States Code, the 
United States Sentencing Commission shall amend its sentencing guidelines to — 

(1) appropriately enhance penalties in cases in which a defendant is con- 
victed of stealing or destroying a quantity of undelivered United States mail, 
in violation of sections 1702, 1703, 1708, 1709, 2114, or 2115 of title 18, United 
States Code; and 

(2) establish that the intended loss in a theft of an access device as defined 
in section 1029(e)(1) of title 18, United States Code, shall be based on the credit 
line of the access device or the actual unauthorized charges, whichever amount 
is greater. 

SEC. 914. POSTAL BURGLARY PROVISIONS. 

(a) Larceny Involving Post Office Boxes and Postal Stamp Vending Ma- 
chines. — Section 2115 of title 18, United States Code, is amended — 

(1) by striking “or” before “any building”; 

(2) by inserting “or any post office box or postal products vending machine,” 
after “used in whole or in part as a post office,”; 

(3) by inserting “or in such hox or machine,” after “so used”; and 

(4) by striking “not more than $1,000” and inserting “under this title”. 

(b) Receipt, Possession, Concealment, or Disposition of Property. — Sec- 
tion 2115 of title 18, United States Code, is amended — 

(1) by inserting “(a)” before “Whoever”; and 

(2) by adding at the end the following: 

“(b) Whoever receives, possesses, conceals, or disposes of any mail matter, 
money, or other property of the United States, that has been obtained in violation 
of this section, knowing the same to have been unlawfully obtained, shall be fined 
under this title or imprisoned not more than 5 years, or both.”. 
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SEC. 915. MAIL, MONEY, OR OTHER PROPERTY OF THE UNITED STATES. 

(a) Enhanced Penalty for Robbery. — Subsection (a) of section 2114 of title 
18, United States Code, is amended to read as follows: 

“(a) Assault. — Whoever assaults any person having lawful charge, control, or 
custody of any mail matter or of any money or other property of the United States, 
with intent to rob, steal, or purloin such mail matter, money, or other property of 
the United States, or robs or attempts to rob any such person of mail matter, or 
of any money, or other property of the United States, shall, for the first offense, be 
imprisoned not more than 10 years or fined under this title, or both. If, in effecting 
or attempting to effect such robbery the defendant wounds the person having cus- 
tody of such mail, money, or other property of the United States, or puts that per- 
son’s life in jeopardy by the use of a dangerous weapon, or the offense is a subse- 
quent offense under this subsection, the defendant shall be imprisoned not more 
than 25 years or fined under this title, or both. If the death of any person results 
from the offense under this subsection, the defendant shall be punished by death 
or life imprisonment.”. 

(b) Attempt Offenses. — 

(1) The second paragraph of section 501 of title 18, United States Code, is 
amended by striking “uses or sells,” and inserting “uses or sells or attempts to 
use or sell,”. 

(2) Section 1711 of title 18, United States Code, is amended by inserting 
“attempts to loan, use, pledge, hypothecate, or convert to this own use,” after 
“converts to his own use,”. 

TITLE X— NEW SYSTEM RELATING TO POSTAL RATES, CLASSES, AND 

SERVICES 


SEC. 1001. ESTABLISHMENT. 

(a) In General. — Title 39, United States Code, is amended by adding after 
chapter 36 the following: 

“CHAPTER 37— NEW SYSTEM FOR ESTABLISHING POSTAL RATES, 
CLASSES, AND SERVICES 

“SUBCHAPTER I— BASELINE RATES AND FEES 


“Sec. 

“3701. Establishment of baseline rates and fees. 

“SUBCHAPTER II— RATES AND FEES FOR PRODUCTS IN THE 
NONCOMPETITIVE CATEGORY OF MAIL 


“3721. Definitions. 

“3722. Maximum rates. 

“3723. Adjustment factor. 

“3724. Action of the Directors. 

“SUBCHAPTER III— RATES AND FEES FOR PRODUCTS IN THE 
COMPETITIVE CATEGORY OF MAIL 


“3741. Definitions. 

“3742. Action of the Directors. 

“3743. Transfers of products from the noncompetitive category of mail. 

“3744. Application of antitrust laws. 

“SUBCHAPTER IV— MARKET TESTS OF EXPERIMENTAL PRODUCTS 
“3761. Market tests. 

“SUBCHAPTER V— REPORTING REQUIREMENTS AND RELATED 
PROVISIONS 


“3781. Definition. 

“3782. Reporting requirements. 

“3783. Use of profits. 

“SUBCHAPTER I— BASELINE RATES AND FEES 
“§3701. Establishment of baseline rates and fees 

“(a) Requirement That a Ratemaking Request Be Made. — 
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“(1) In general. — Except as provided in paragraph (2), the Postal Service 
shall, within 18 months after the effective date of this chapter, request the Post- 
al Rate Commission to submit a recommended decision on appropriate changes 
in rates of postage and in fees for postal services, in accordance with section 
3622(a). 

“(2) Exception. — A request under this subsection may not be made if, on 
the effective date of this chapter — 

“(A) a new schedule of rates and fees takes effect under subchapter II 
of chapter 36 pursuant to a previous request under section 3622(a); or 

“(B) a recommended decision or further recommended decision pursu- 
ant to a previous request under section 3622(a), or judicial review of any 
such decision or recommended decision, is pending. 

“(b) Baseline Rates and Fees Established Pursuant to This Section. — 

“(1) In general. — For purposes of this title, the baseline rates and fees es- 
tablished pursuant to this section shall be — 

“(A) the rates and fees taking effect pursuant to a request made under 
subsection (a)(1), subject to subparagraph (C)(i) or paragraph (2)(A) (as ap- 
plicable); 

“(B) the rates and fees — 

“(i) that, by virtue of subsection (a)(2)(A), preclude the making of 
a request under subsection (a)(1); or 

“(ii) that take effect upon completion of all proceedings referred to 
in subsection (a)(2)(B), subject to subparagraph (C)(ii) or paragraph 
(2)(B) (as applicable); or 

“(C)(i) if a request under subsection (a)(1) is made, but proceedings pur- 
suant to such request have not been completed by the end of the 18-month 
period beginning on the date on which such request is made, the rates and 
fees in effect at the end of such period (including any temporary rate or fee 
then in effect under subchapter III of chapter 36); or 

“(ii) if a request under subsection (a)(1) is precluded by virtue of the 
provisions of subsection (a)(2)(B), but the proceedings referred to in such 
provisions have not been completed by the end of the 18-month period re- 
ferred to in subsection (a)(1), the rates and fees in effect at the end of such 
period (including any temporary rate or fee then in effect under subchapter 
III of chapter 36). 

“(2) Applicable statutory deadline not changeable by administrative 
OR OTHER action. — Rates and fees established under chapter 36 pursuant to — 
“(A) a request made under subsection (a)(1) shall take effect as of the 
date determined in accordance with section 3625(f) or otherwise applicable 
provisions of such chapter, except that in no event may the date so deter- 
mined be later than the last day of the 18-month period referred to in para- 
graph (l)(C)(i); or 

“(B) a previous request, as referred to in subsection (a)(2)(B), shall take 
effect as of the date determined in accordance with section 3625(f) or other- 
wise applicable provisions of such chapter, except that in no event may the 
date so determined be later than the last day of the 18-month period re- 
ferred to in subsection (a)(1). 

“(c) Priority of Ratemaking Factors if Pursuant to a Request Under This 
Section. — If a request under subsection (a)(1) is made, then, for purposes of all pro- 
ceedings under chapter 36 relating to such request, subsection (b) of section 3622 
shall be considered to be amended to read as follows: 

“‘(b) Upon receiving a request, the Commission shall make a recommended deci- 
sion on the request for changes in rates or fees in each class of mail or type of serv- 
ice in accordance with the policies of this title and the following factors, set forth 
in descending order of priority: 

“‘(1) The requirement that each class of mail or type of mail service bear 
the direct and indirect postal costs attributable to such class or type plus that 
portion of all other costs of the Postal Service reasonably assignable to such 
class or type. 

“‘(2) The value of the mail service to senders, as reflected by the volume 
response of classes of mail and types of service to changes in postal rates and 
fees, and, as appropriate, the price and quality of alternative means of sending 
mail. 

“ ‘(3) The quality of mail service actually provided each class or type of mail 
service, including the collection, mode of transportation, priority of delivery, and 
timeliness of delivery (as measured by reference to standards established by the 
Postal Service). 
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“‘(4) The available alternative means of sending and receiving letters and 
other mail matter at reasonable costs. 

“‘(5) The degree of preparation of mail for delivery into the postal system 
performed by the mailer and its effect upon reducing costs to the Postal Service. 

“‘(6) The effect of rate increases upon users of the mail and the general 
public. 

“‘(7) Simplicity of structure for the entire schedule and simple, identifiable 
relationships between the rates or fees charged the various classes of mail for 
postal services. 

“‘(8) The educational, cultural, scientific, and informational value to the re- 
cipient of mail matter. 

“‘(9) The establishment and maintenance of a fair and equitable schedule. 
“‘(10) Such other factors as the Commission deems appropriate.’. 

“SUBCHAPTER II— RATES AND FEES FOR PRODUCTS IN THE 
NONCOMPETITIVE CATEGORY OF MAIL 

“§3721. Definitions 

“For purposes of this subchapter — 

“(1) Year. — The term ‘year’ means a calendar year. 

“(2) GDPPI. — The term ‘GDPPI’ means the Gross Domestic Product Chain- 
Type Price Index (published quarterly by the Bureau of Economic Analysis of 
the Department of Commerce). 

“(3) Product. — The term ‘product’ means a class of mail or type of postal 
service, including — 

“(A) a subclass or other similar subordinate unit thereof; and 
“(B) any further subordinate unit thereof (below the first level of subor- 
dinate units referred to in subparagraph (A)). 

“(4) Products in the noncompetitive category of mail. — The term 
‘products in the noncompetitive category of mail’ means the respective products 
in the first, second, third, and fourth baskets of products (within the meaning 
of section 3723(a)). 

“(5) Rate. — The term ‘rate’, used with respect to a product, means — 

“(A) for a class of mail, the rate for such class of mail; and 
“(B) for a type of postal service, the fee for such service. 

“(6) Noncompetitive product. — The term ‘noncompetitive product’ means 
a product in the noncompetitive category of mail. 

“§ 3722. Maximum rates 

“(a) In General. — Except as otherwise provided in this subchapter, the rate for 
a noncompetitive product may not, in any year, exceed the maximum rate allowable 
for such product in such year under this section. 

“(b) Computation of Maximum Rate Allowable. — 

“(1) In general. — The maximum rate allowable for a noncompetitive prod- 
uct in any year shall be computed by multiplying — 

“(A) the change in the GDPPI for such year, adjusted by the adjust- 
ment factor for such year, times 

“(B) the meiximum rate allowable for such product in the preceding 
year (determined disregarding paragraph (4), any exercise of authority 
under section 3724(d), and any alternative limitation under section 1002(e) 
of the Postal Reform Act of 1997). 

“(2) Definitions. — For purposes of this subsection — 

“(A) Change in the gdppi. — The change in the GDPPI for any year 
shall be equal to the percentage (if any) by which — 

“(i) the GDPPI for the preceding year, exceeds 
“(ii) the GDPPI for the second preceding year. 

“(B) GDPPI FOR any year. — The GDPPI for any year is the average of 
the GDPPI for the 4 consecutive calendar quarters ending on September 
30th of such year. 

“(C) Adjustment factor. — The adjustment factor for any year shall be 
determined in accordance with section 3723. 

“(3) Special rule for first computation. — For purposes of the first com- 
putation of a meiximum rate allowable under this section for any product, the 
rate applied under paragraph (1)(B) shall be the baseline rate established for 
such product under section 3701. 

“(4) Rounding. — ^Any meiximum rate computed under this section shall be 
rounded to the nearest cent (rounding V 2 of a cent to the next higher cent). 
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“§ 3723. Adjustment factor 

“(a) Definitions. — F or purposes of this section — 

“(1) Ratemaking cycle. — 

“(A) In general. — T he term ‘ratemaking cycle’ means — 

“(i) the 5-year period beginning on the first day of the second year 
beginning after the effective date of the baseline rates and fees estab- 
lished pursuant to section 3701; and 

“(ii) each 5-year period beginning on the day after the last day of 
the immediately preceding 5-year period under this paragraph. 

“(B) Earlier initial date. — T he Postal Rate Commission may, by writ- 
ten determination, advance the date applicable under subparagraph (A)(i) 
to the date which occurs 1 year earlier, but only if that earlier date does 
not precede the date on which all requirements of this section have been 
completed with respect to the ratemaking cycle involved. 

“(2) Basket of products to which this section applies. — T he term ‘bas- 
ket of products to which this section applies’ means the first, second, third, and 
fourth baskets of products. 

“(3) First basket of products. — T he term ‘first basket of products’ 
means — 

“(A) single-piece first-class letters (both domestic and international); 

“(B) single-piece first-class cards (both domestic and international); and 
“(C) single-piece first-class parcels (both domestic and international). 

“(4) Second basket of products. — T he term ‘second basket of products’ 
means all first-class mail not in the first basket of products. 

“(5) Third basket of products. — T he term ‘third basket of products’ 
means periodicals. 

“(6) Fourth basket of products. — T he term ‘fourth basket of products’ 
means standard mail (except for parcel post). 

“(7) Rule of construction. — 

“(A) In general. — M ail matter referred to in paragraphs (3) through 
(6) shall, for purposes of such paragraphs, be considered to have the mean- 
ing given them under the mail classification schedule (within the meaning 
of section 3623) as of the effective date of this chapter. 

“(B) Updates. — T he Board of Directors shall, whenever any relevant 
change occurs (pursuant to a reclassification under chapter 36, a transfer 
of a product from the noncompetitive category of mail under section 3743, 
or the conversion of an experimental product under subchapter IV to a per- 
manent one), prescribe new lists of products within the baskets under para- 
graphs (3) through (6), respectively. The revised lists shall indicate how and 
when any previous lists are superseded. 

“(b) Procedures Relating to Determining Adjustment Factors. — 

“(1) Commencement. — 

“(A) In general. — E xcept as provided in subparagraph (B), the Postal 
Rate Commission shall, beginning in December of the second year before 
the start of each ratemaking cycle, provide the opportunity for a hearing 
on the record under sections 566 and 557 of title 5 to the Postal Service, 
users of the mails, and an officer of the Commission who shall be required 
to represent the interests of the general public, with respect to the adjust- 
ment factors to be established for the upcoming ratemaking cycle. 

“(B) Exception. — F or purposes of the first hearing under this sub- 
section, proceedings shah be commenced during the second month begin- 
ning on or after the effective date of the baseline rates and fees established 
pursuant to section 3701. 

“(2) Rules of proceedings. — I n order to conduct its proceedings with ut- 
most expedition consistent with procedural fairness to the parties, the Commis- 
sion may (without limitation) adopt rules which provide for — 

“(A) the advance submission of written direct testimony; 

“(B) the conduct of prehearing conferences to dehne issues, and for 
other purposes to insure orderly and expeditious proceedings; 

“(C) discovery both from the Postal Service and the parties to the pro- 
ceedings; 

“(D) limitation of testimony; and 

“(E) the conduct of the entire proceedings off the record with the con- 
sent of the parties. 

“(3) Printing and notice requirements. — 

“(A) In general. — T he Commission’s decision and the record of the 
Commission’s hearings shall be made generally available at the time the 
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decision is issued and shall be printed and made available for sale by the 
Public Printer within 10 days following the day the decision is issued. 

“(B) Timing. — All actions required of the Commission under this sec- 
tion, including those under subparagraph (A), shall be completed as expedi- 
tiously as possible, but in no event later than the end of the year before 
the commencement of the ratemaking cycle to which the decision relates. 
“(c) Factors. — Adjustment factors shall be established in accordance with the 
policies of this title and the following: 

“(1) The value of the product to senders, as reflected by the volume re- 
sponse of classes of mail and types of service to changes in postal rates and fees, 
and, as appropriate, the price and quality of alternative means of sending mail. 
“(2) Cost to the Postal Service of providing the product. 

“(3) Productivity of the Postal Service in providing postal services. 

“(4) The level of postal revenues attributable to the product. 

“(5) The actual level of service (described in terms of speed of delivery and 
reliability) provided with respect to the product. 

“(6) Such other considerations as the Postal Service and the Commission 
mutually agree to be appropriate. 

“(d) Separate Adjustment Factor Required for Each Basket of Prod- 
ucts. — ^A separate adjustment factor shall be established for each basket of products 
to which this section applies, and, except as provided in section 3724(d), the adjust- 
ment factor applicable to any basket shall be uniformly applied to all products with- 
in such basket. 

“(e) How Each Adjustment Factor Is To Be Expressed and Applied. — 

“(1) Expression. — Each adjustment factor established under this section 
shall be expressed as a percentage. 

“(2) Application. — For purposes of section 3722(b)(1)(A), to adjust a change 
in the GDPPI by an adjustment factor, the adjustment factor shall be added to 
or subtracted from such change in the GDPPI, as the case may be. 

“(D Exigent Circumstances. — 

“(1) In general. — Upon a majority vote of the Directors then holding office, 
the Postal Service may request the Postal Rate Commission to render a decision 
on changing the adjustment factors to be applied during the then current rate- 
making cycle (after having previously been established under this section for 
such cycle). 

“(2) Conditions. — ^A request made under paragraph (1) may be considered 
only upon written certification by the Directors that — 

“(A) the Postal Service faces severe financial exigencies; and 
“(B) the change is warranted to restore the Postal Service to fiscal 
soundness. 

“(3) Effect; duration. — A change granted under this subsection — 

“(A) shall supersede the adjustment factors which would otherwise 
apply under this section; and 

“(B) shall remain effective for the remainder of the ratemaking cycle in- 
volved, subject to paragraph (5). 

“(4) Expedited consideration. — A request made under paragraph (1) shall 
be acted on in the same manner as if initiated under subsection (b)(1), except 
that a decision on such request shall be rendered not later than 6 months after 
the date on which such request is made. 

“(5) Frequency. — Nothing in this section shall be considered to limit the 
number of times that authority under this subsection may be invoked or exer- 
cised during any particular ratemaking cycle. 

“(6) Finality. — ^A decision of the Postal Rate Commission under this sub- 
section shall be final and shall not be subject to administrative or judicial re- 
view. 

“(g) Appellate Review. — Except as provided in subsection (f)(6), a decision of 
the Postal Rate Commission under this section may be appealed to any court of ap- 
peals of the United States, within 15 days after its publication by the Public Printer, 
by an aggrieved party who appeared in the proceedings under subsection (b). The 
court shall review the decision, in accordance with section 706 of title 5, and chapter 
158 and section 2112 of title 28, except as otherwise provided in this subsection, on 
the basis of the record before the Commission. The court may affirm the decision 
or order that the entire matter be returned for further consideration, but the court 
may not modify the decision. The court may not suspend the effectiveness of the ad- 
justment factors, or otherwise prevent them from taking effect until final disposition 
of the suit by the court. No court shall have jurisdiction to review a decision made 
by the Commission under this section except as provided in this subsection. 
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“§ 3724. Action of the Directors 

“(a) In General. — T he Directors, with the written concurrence of a majority of 
all of the Directors then holding office, shall establish rates for products in the non- 
competitive category of mail in accordance with the requirements of this subchapter 
and the policies of this title. 

“(b) Procedures. — 

“(1) In general. — R ates under this section shall be established in writing, 
complete with a statement of explanation and justification. 

“(2) Publication. — T he Directors shall cause each such decision and state- 
ment to be published in the Federal Register at least 45 days before the rate 
or rates to which they pertain take effect. 

“(c) Limitations on Authority. — 

“(1) In general. — E xcept as provided in paragraph (2) — 

“(A) Frequency. — R atemaking authority under this section may not be 
exercised more than once for purposes of any year. 

“(B) Uniform effective date. — A ll changes in rates pursuant to this 
section shall take effect beginning on the same date. 

“(2) Exception for change due to exigent circumstances. — 

“(A) In general. — I f the maximum rate allowable for a product in a 
year changes pursuant to a request granted under section 3723(f), then, in 
the event that ratemaking authority under this section was previously exer- 
cised with respect to such product for such year, such rate may be modified, 
not more than once more in such year, based on the change in the max- 
imum rate allowable. 

“(B) Uniform effective date. — A ll changes in rates pursuant to this 
paragraph shall, to the extent based on the same change in the maximum 
rate allowable, take effect beginning on the same date. 

“(d) Exception to Requirement Relating to Uniform Applicability of 
Each Maximum. — 

“(1) Definitions. — F or purposes of this subsection — 

“(A) Subordinate unit. — T he term ‘subordinate unit’, with respect to 
a product, means a subclass or other similar subordinate unit of such prod- 
uct, as described in subparagraph (A) of section 3721(3). 

“(B) Further subordinate unit. — T he term ‘further subordinate unit’, 
with respect to a subordinate unit, means a further subordinate unit there- 
of, as described in subparagraph (B) of section 3721(3). 

“(2) Applicability. — T his subsection applies with respect to the second, 
third, and fourth baskets of products. 

“(3) Rule. — 

“(A) In general. — N otwithstanding the uniformity requirement in sec- 
tion 3723(d), for purposes of establishing rates for further subordinate units 
of any particular subordinate unit of a product, rates may be established 
at such levels as the Directors consider appropriate, subject to subpara- 
graph (B). 

“(B) Requirement. — T he rates so established may not exceed the max- 
imum rates established for such further subordinate units in accordance 
with subparagraph (C). 

“(C) Alternative maximum rates. — A lternative meiximum rates may 
be established under this subparagraph by using adjustment factors (other 
than those that would otherwise apply absent this subsection) fixed at lev- 
els which the Directors consider appropriate, so long as the resulting aver- 
age maximum rate, for the further subordinate units comprising such sub- 
ordinate unit (determined separately for each successive level, if there are 
2 or more levels of further subordinate units), remains equal to the max- 
imum rate that would otherwise apply with respect to those further subor- 
dinate units. 

“(e) Finality of Decisions. — D ecisions of the Postal Service under this section 
shall be final and shall not be subject to administrative or judicial review. 

“SUBCHAPTER III— RATES AND FEES FOR PRODUCTS IN THE 
COMPETITIVE CATEGORY OF MAIL 


“§3741. Definitions 

“For purposes of this subchapter — 

“(1) Year, product, rate, etc. — The terms ‘year’, ‘product’, ‘rate’, and 
‘product in the noncompetitive category of mail’ each has the meaning given 
such term by section 3721, unless the context otherwise requires. 
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“(2) Products in the competitive category of mail. — The term ‘products 

in the competitive category of mail’ means — 

“(A) priority mail; 

“(B) expedited mail; 

“(C) mailgrams; 

“(D) international mail; 

“(E) parcel post; 

“(F) special services; and 

“(G) any product transferred to the competitive category of mail under 
section 3743; 

except that such term does not include any product then currently in the non- 
competitive category of mail. 

“(3) Rule of construction. — 

“(A) In general. — Mail matter referred to in paragraph (2) shall, for 
purposes of such paragraph, be considered to have the meaning given them 
under the mail classification schedule (within the meaning of section 3623) 
as of the effective date of this chapter. 

“(B) Updates. — The Board of Directors shall, whenever any relevant 
change occurs (pursuant to a reclassification under chapter 36, a transfer 
of a product from the noncompetitive category of mail under section 3743, 
or the conversion of an experimental product under subchapter IV to a per- 
manent one), prescribe a new list of products under subparagraphs (A) 
through (G) of paragraph (2). The revised list shall indicate how and when 
any previous list is superseded. 

“§3742. Action of the Directors 

“(a) In General. — The Directors, with the written concurrence of a majority of 
all of the Directors then holding office, shall establish rates for products in the com- 
petitive category of mail. 

“(b) Requirements. — Rates under this section shall be established in accord- 
ance with the policies of this title and the requirement that each product in the 
competitive category of mail bear the direct and indirect postal costs attributable 
to such product plus a reasonable contribution to all other costs of the Postal Serv- 
ice. 

“(c) Procedures. — Subsections (b), (c)(1), and (e) of section 3724 shall apply 
with respect to rates and decisions under this section. 

“§ 3743. Transfers of products from the noncompetitive category of mail 

“(a) In General. — The Postal Service or users of the mails may from time to 
time request the Postal Rate Commission to submit, or the Commission may submit 
to the Directors on its own initiative, a recommended decision on transferring one 
or more products in the noncompetitive category of mail to the competitive category 
of mail. 

“(b) Criteria. — A recommended decision under this section shall be made in ac- 
cordance with the policies of this title and taking into consideration the availability 
and nature of enterprises in the private sector engaged in the delivery of the prod- 
uct involved. 

“(c) Procedures. — If the Commission receives a request under subsection (a) or 
decides to act on its own initiative, the Commission shall, after proceedings in con- 
formity with section 3624, issue a recommended decision which shall be acted upon 
in accordance with the provisions of section 3625 and subject to review in accord- 
ance with the provisions of section 3628. 

“§ 3744. Application of antitrust laws 

“(a) Applicability of the Antitrust Laws. — The antitrust laws shall apply 
with respect to the Postal Service to the extent that the Postal Service engages in 
conduct with respect to — 

“(1) any product in the competitive category of mail; and 

“(2) any product offered pursuant to a market test under subchapter IV. 

“(b) Definition. — For purposes of subsection (a), the term ‘antitrust laws’ has 
the meaning given such term in subsection (a) of the first section of the Cla3don Act 
(15 U.S.C. 12(a)), but includes section 5 of the Federal Trade Commission Act (15 
U.S.C. 45) to the extent that such section 5 applies to unfair methods of competition. 

“(c) Effective Date. — This section shall not apply with respect to conduct oc- 
curring before the effective date of this chapter. 
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“SUBCHAPTER IV— MARKET TESTS OF EXPERIMENTAL PRODUCTS 
“§3761. Market tests 

“(a) In General. — The Postal Service may conduct market tests of experimental 
products. Subject to the provisions of this section, the conducting of any such mar- 
ket test by the Postal Service shall not be limited by any lack of specific authority 
under this title to take the action contemplated, or by any provision of this title or 
any rule or regulation prescribed under this title which is inconsistent with the ac- 
tion. 

“(b) Procedural Requirements. — Before conducting a market test, the Postal 
Service shall — 

“(1) develop a plan for such test which identifies — 

“(A) the purposes of the test (and how they comport with the provisions 
of section 101); 

“(B) the duration; 

“(C) the anticipated costs for each year; 

“(D) the anticipated revenues for each year; 

“(E) a specific description of any aspect of the test for which there is 
a lack of specific authority; and 

“(F) a specific citation to any provision of law, rule, or regulation which, 
if not waived under this section, would prohibit the conducting of the test, 
or any part of the test as proposed; 

“(2) at least 60 days in advance of the date any test proposed under this 
section is to take effect — 

“(A) publish the plan in the Federal Register; 

“(B) submit such plan to each House of Congress; and 
“(C) provide notification of the proposed test to officers and employees 
likely to be affected by the test. 

“(c) Restrictions. — No market test under this section may provide for a waiver 

of — 

“(1) any provision of section 410(b)-(d) (or any law applicable to the Postal 
Service by virtue of any such provision); 

“(2) section 412 or any other provision of law (not otherwise covered by 
paragraph (1)) providing for the nondisclosure of names or addresses or any 
other information or matter by the Postal Service; 

“(3) the limitation on compensation under the last sentence of section 
1003(a); 

“(4) any provision of chapter 10 (relating to employment within the Postal 
Service); 

“(5) any provision of chapter 12 or of any collective-bargaining agreement 
under such chapter; 

“(6) any provision of section 3623(d) (relating to maintaining one or more 
classes of mail for the transmission of letters sealed against inspection); 

“(7) any provision of law — 

“(A) providing for equal employment opportunity through affirmative 
action; or 

“(B) providing any right or remedy available to any officer or employee 
or applicant for employment in the Postal Service; or 

“(8) any rule or regulation prescribed under any provision of law referred 
to in any of the preceding paragraphs of this subsection. 

“(d) Limitations. — 

“(1) Duration. — Each market test under this section shall terminate not 
later than 3 years after such project takes effect, except that the project may 
continue beyond the date on which it would otherwise terminate, if proceedings 
under subsection (g) are then pending with respect to the product involved. 

“(2) Dollar limitation. — ^A market test under this section may not be con- 
ducted if the anticipated revenues attributable to such test would, for any cal- 
endar year, exceed 8100,000,000. 

“(e) Employees Within Bargaining Units. — Employees within a unit with re- 
spect to which a labor organization is accorded exclusive recognition under chapter 
12 shall not be included within any market test under this section — 

“(1) if the test would violate a collective-bargaining agreement under such 
chapter between the Postal Service and the labor organization, unless there is 
another written agreement with respect to the test between the Postal Service 
and the organization permitting the inclusion; or 

“(2) if the test is not covered by such a collective-bargaining agreement, 
until there has been consultation or negotiation, as appropriate, by the Postal 
Service with the labor organization. 
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“(f) Other Employees. — Employees within any unit with respect to which a 
labor organization has not been accorded exclusive recognition under chapter 12 
shall not be included within any market test under this section unless there has 
been consultation by the Postal Service regarding the test with the employees in the 
unit. 

“(g) Conversion to Permanence. — request to make an experimental product 
(as referred to in subsection (a)) permanent — 

“(1) shall be made in accordance with the same requirements as set forth 
in section 3743(b); 

“(2) shall be subject to the same procedures (including review) as set forth 
in section 3743(c), except as provided in subsection (h); and 

“(3) may not be considered unless it is made by the Postal Service. 

“(h) Time Limitation on Commission Deliberations. — For purposes of apply- 
ing section 3624 (pursuant to subsection (g)(2)) with respect to a request to make 
an experimental product permanent — 

“(1) section 3624(c) (as deemed to have remained in effect under paragraph 
(2)) shall be applied with respect to such request in the same manner as would 
have applied in the case of a request made under section 3622 (as last in effect 
before being repealed by section 1002); and 

“(2) section 3624 (as last in effect before being repealed by section 1002) 
shall be deemed to have remained in effect, except that subsection (c) of such 
section (as then in effect) shall be applied by substituting — 

“(A) ‘6 months’ for TO months’ in paragraph (1) thereof; and 
“(B) ‘6-month period’ for ‘10-month period’ in paragraph (2) thereof. 

“SUBCHAPTER V— REPORTING REQUIREMENTS AND RELATED 
PROVISIONS 


“§3781. Definition 

“For purposes of this subchapter, the term ‘product’ has the meaning given such 
term by section 3721(3). 

“§ 3782. Reporting requirements 

“(a) In General. — No later than 3 months after the last day of each fiscal year, 
the Postal Service shall submit sufficient information to the Postal Rate Commis- 
sion to demonstrate that the then current rates for products are in compliance with 
all applicable requirements of this title. 

“(h) Audits. — 

“(1) In general. — Before submitting any information under subsection (a), 
the Postal Service shall have such information audited by an independent pro- 
fessional accounting organization (from outside of government), and such audit 
shall be submitted along with the information to which it relates. 

“(2) Access to papers and supporting materials. — 

“(A) In general. — The Commission shall have access to the working 
papers and supporting materials of an auditor in connection with any audit 
conducted by such auditor under this subsection. 

“(B) Confidentiality. — Any information described in paragraph (3) to 
which the Commission gains access under subparagraph (A) shall be sub- 
ject to section 3604(g)(2) in the same way as if the Commission had re- 
ceived notification with respect to such information under section 
3604(g)(1). 

“(3) Identification of protected information. — 

“(A) In general. — The Postal Service shall, in accordance with regula- 
tions which it shall prescribe, ensure that — 

“(i) any protected information shall, before being furnished to an 
auditor under this section, be appropriately identified (including, to the 
extent practicable, by being appropriately stamped, labelled, tagged, or 
otherwise physically marked); and 

“(ii) appropriate measures are taken (such as the inclusion of ap- 
propriate terms in any contract or other agreement with the auditor) 
to safeguard the security and confidentiality of protected information. 
“(B) Protected information defined. — For purposes of this para- 
graph, the term ‘protected information’ means any information which, in 
the judgment of the Postal Service, is information of a type which is de- 
scribed in section 410(c) of this title, or exempt from public disclosure under 
section 552(b) of title 5. 

“(c) Additional Requirements. — The Postal Service shall submit to the Com- 
mission, at the time of making its submissions under subsections (a) and (b) — 
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“(1) a copy of the then most recent comprehensive statement under section 
2401(b); 

“(2) a copy of the then most recent performance plan and program perform- 
ance reports required under sections 2803 and 2804, respectively; and 

“(3) for the most recently completed fiscal year, with respect to each product 
in the competitive category of mail, each product in the noncompetitive category 
of mail, and each product under subchapter IV — 

“(A) market information, including mail volumes; 

“(B) postal financial information, including costs to the Postal Service 
and revenues; 

“(C) measures of the speed and reliability of postal service, including — 
“(i) the service standard applicable to each product; 

“(ii) the actual level of service (described in terms of speed of deliv- 
ery and reliability) provided; and 

“(iii) the degree of customer satisfaction with the service provided; 

and 

“(D) any other information that the Commission and the Postal Service 
mutually agree upon. 

“(d) Regulations. — The Commission shall prescribe regulations specifying the 
form and detail of the information required under this section, consistent with oth- 
erwise applicable provisions of this title. Such regulations shall give due consider- 
ation to avoiding unnecessary or unwarranted administrative effort and expense on 
the part of the Postal Service. 

“§ 3783. Use of profits 

“(a) Definition of Profits. — For purposes of this section, the term ‘profits’, 
with respect to any fiscal year, means the amount by which total income of the Post- 
al Service attributable to such year, exceeds total costs of the Postal Service attrib- 
utable to such year, as determined by the Directors, in writing, in accordance with 
generally accepted accounting principles. 

“(b) Determination of Noncompliance. — Not later than 90 days after receiv- 
ing all the submissions required under section 3782 with respect to a fiscal year, 
the Postal Rate Commission shall make a written determination as to — 

“(1) whether any rates or fees were placed in effect during such fiscal year 
which were not in compliance with applicable provisions of this title; 

“(2) whether any performance goals, established under section 2803 or 2804 
for such fiscal year, were not met; and 

“(3) whether any service standards for such fiscal year were not met, based 
on the information under section 3782(c)(3)(C). 

“(c) If No Noncompliance Is Found. — If the Commission does not make a 
timely determination of noncompliance under subsection (b), or if a timely deter- 
mination is made under subsection (b) to the effect that no instances of noncompli- 
ance occurred, up to 100 percent of the profits (if any) from the preceding fiscal year 
may be used by the Postal Service for the purposes described in subsection (e). 

“(d) If Any Noncompliance Is Found. — If the Commission makes a timely de- 
termination of noncompliance under subsection (b) — 

“(1) the Commission may order, based on the seriousness of the noncompli- 
ance, that a specific percentage of the previous fiscal year’s profits (if any), not 
to exceed 50 percent, be set aside for the purposes described in subsection (f); 
and 

“(2) up to 100 percent of the remainder of the previous fiscal year’s profits 
(if any) may be used by the Postal Service for the purposes described in sub- 
section (e). 

“(e) Bonuses. — 

“(1) In general. — The Postal Service shall establish a program under 
which cash bonuses may be paid to officers and employees of the Postal Service 
out of any profits which are available for that purpose. 

“(2) Requirements. — Under the program — 

“(A) bonuses may be paid to officers and employees of the Postal Serv- 
ice under criteria which shall be fair and equitable; 

“(B) the sole source of funding shall be any profits from any fiscal year, 
subject to the application of subsection (d)(1) with respect to such fiscal 
year; and 

“(C) subject to subsection (h), bonuses shall not be precluded by the 
limitation on compensation under the last sentence of section 1003(a). 

“(3) Discretionary nature of program. — Nothing in this section shall be 
considered to create any entitlement to receive bonuses or to require that any 
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portion of the profits from any fiscal year be used for bonuses in excess of what- 
ever amount the Postal Service considers appropriate (if any). 

“(4) Considerations relating to the portion of profits to be avail- 
able FOR BONUSES. — In any decision relating to what portion of the available 
profits from any fiscal year shall be available or used for purposes of the pay- 
ment of bonuses under this subsection, there shall be taken into consideration — 
“(A) the duty on the part of the Postal Service to provide efficient and 
economical postal services in accordance with the requirements of section 
101, section 403, and this chapter; and 

“(B) what portion of those profits (if any) should be used — 

“(i) to retire debts or other obligations of the Postal Service; 

“(ii) to limit future increases in postal rates or fees for products in 
the noncompetitive category of mail; or 
“(hi) to carry out any other purpose. 

“(f) Dedication of Funds Toward Reducing Rates and Fees. — 

“(1) In general. — Any amounts ordered to be set aside under subsection 
(d)(1) may not be used for any purpose other than to defray increases in future 
rates and fees for products in the noncompetitive category of mail or to reduce 
the rates and fees already in effect for such products. 

“(2) Compliance. — Whenever an order under subsection (d)(1) is issued, the 
Postal Service shall include in its next comprehensive statement under section 
2401(b) (and each subsequent statement thereunder until the order has been 
fully complied with) — 

“(A) a statement of the measures which have been or will be imple- 
mented in order to comply with the order; 

“(B) the amount of savings actually passed on to mailers during the re- 
porting period, as compared to the estimated savings for such period; and 
“(C) what measures, if any, have been or will be implemented in order 
to reconcile any difference identified under subparagraph (B). 

“(3) Nonredundant information. — Nothing in paragraph (2) shall be con- 
sidered to require that the same information be reported if included in a pre- 
vious report under this subsection. 

“(g) Procedures. — The provisions of sections 556 and 557 of title 5 shall not 
apply to any review carried out by the Commission under this section. 

“(h) Reporting Requirement. — Included in its comprehensive statement under 
section 2401(b) for any period shall be — 

“(1) the name of each person receiving a bonus during such period which 
would not have been allowable but for the provisions of subsection (e)(2)(C); 

“(2) the amount of the bonus; and 

“(3) the amount by which the limitation referred to in subsection (e)(2)(C) 
was exceeded.”. 

(b) Representation in an Antitrust Action. — Section 409(d) of title 39, 
United States Code, is amended by striking “(d) The” and inserting “(d)(1) Except 
in any instance in which the Postal Service elects to employ attorneys under para- 
graph (2), the” and by adding at the end the following: 

“(2)(A) As used in this paragraph, the term ‘antitrust laws’ has the meaning 
given to it by section 3744(b). 

“(B) The Postal Service may, in connection with any litigation brought against 
the Postal Service under any of the antitrust laws, employ attorneys by contract or 
otherwise to conduct litigation on its behalf without regard to any provision of para- 
graph (1).”. 

(c) Technical and Conforming Amendments. — 

(1) Section 410(c)(4) of title 39, United States Code, is amended by inserting 
“or 37” after “36”. 

(2) Section 409(a) of title 39, United States Code, is amended by striking 
“section 3628” and inserting “section 3628 (or any provision of this title incor- 
porating such section by reference) or section 3723(g)”. 

SEC. 1002. termination OF RATEMAKEVG AUTHORITY UNDER CHAPTER 36 AND RELATED 
MATTERS. 

(a) Authority To Fix Rates and Classes. — Section 3621 of title 39, United 
States Code, is amended — 

(1) in the first sentence by striking “this chapter” and inserting “this chap- 
ter and chapter 37”; 

(2) by repealing the last 2 sentences. 

(b) Rates and Fees. — 

(1) In general. — Section 3622 of title 39, United States Code, is repealed. 
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(2) Clerical amendment. — The item relating to section 3622 in the table 
of sections at the beginning of chapter 36 of such title 39 is repealed. 

(c) Recommended Decisions of Commission. — Section 3624 of title 39, United 
States Code, is amended — 

(1) in subsection (a) by striking “section 3622 or 3623” and inserting “sec- 
tion 3623”; 

(2) by repealing subsection (c); and 

(3) in subsection (d) — 

(A) by striking “rate, fee, or”; and 

(B) by striking “section 3622 or 3623, as the case may be.” and insert- 
ing “section 3623.”. 

(d) Action of the Governors. — Section 3625 of title 39, United States Code, 
is amended — 

(1) in the third sentence of subsection (d) — 

(A) by striking “(1)”; and 

(B) by striking “chapter, and (2)” and all that follows through the pe- 
riod and inserting “chapter and chapter 37, respectively.”; and 

(2) by amending subsection (f) to read as follows: 

“(D Except as otherwise provided in this title, the Board shall determine — 

“(1) the date on which any changes in the mail classification schedule 
(whether made under this chapter or chapter 37) shall become effective; and 
“(2) the date on which new rates and fees under chapter 37 shall become 
effective.”. 

(e) Reduced-Rate Categories of Mail. — 

(1) Continued applicability of relevant provisions of chapter 36 for 

THE LIMITED PURPOSE OF COMPUTING ALTERNATIVE RATE LIMITATIONS FOR NON- 
COMPETITIVE PRODUCTS. — Notwithstanding any other provision of this Act (or 
any amendment made by this Act), the rate of postage established under sub- 
chapter II of chapter 37 of title 39, United States Code, as amended by this Act, 
for a class of mail or kind of mailer referred to in section 3626(a)(1) of such title 
may not, at any time, exceed the lesser of — 

(A) the maximum rate then otherwise allowable under chapter 37 (de- 
termined as if this subsection had not been enacted) for such class of mail 
or kind of mailer; or 

(B) the rate determined under paragraph (2) for such class of mail or 
kind of mailer. 

(2) Determination of rates which would then otherwise apply under 

CHAPTER 36. — 

(A) In general. — For purposes of paragraph (1)(B), the United States 
Postal Service shall determine, and subsequently revise whenever nec- 
essary in order to keep determinations under this paragraph current, the 
rate of postage which would then otherwise apply with respect to each class 
of mail or kind of mailer referred to in section 3626(a)(1) of such title 39. 

(B) Methodology. — Subpara^aph (A) shall be carried out — 

(i) by appl3dng the provisions of paragraphs (2) through (5) of sec- 
tion 3626(a) and of section 3642 of such title 39; and 

(ii) by using the then most recent information available to the Post- 
al Service relating to costs attributable and institutional costs (within 
the meaning of the provisions referred to in clause (i)). 

(3) Limitation under this subsection to be used instead of (and to be 
treated AS) the limitation under section 3722. — The maximum rate deter- 
mined for a product under this subsection shall, for all purposes (except para- 
graph (1)(A)), be used instead of (and shall be treated as) the meiximum rate 
allowable for such product under section 3722 of such title 39. 

(4) Statement of limited purpose. — Section 3626(a) of such title 39 is 
amended by adding at the end the following: 

“(6) Neither this subsection nor section 3642 shall have any force or effect, ex- 
cept for purposes of section 1002(e) of the Postal Reform Act of 1997. Nothing in 
the preceding sentence shall be considered to affect any baseline rate established 
pursuant to section 3701.”. 

(5) Regulations. — The United States Postal Service shall prescribe such 
regulations as may be necessary to carry out the provisions of sections 3626 (in- 
cluding subsections (b) through (n) thereof) and 3642 of such title 39 (as amend- 
ed by this Act) in a manner consistent with chapter 37 of such title 39 (as 
amended by this Act) and with the purposes of this Act. 

(f) Other Temporary Rates. — 

(1) In general. — Section 3641 of title 39, United States Code, is amended — 
(A) by repealing subsections (a) through (d); and 
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(B) in subsection (f) by striking “in rates of postage, and fees for postal 
services, or”. 

(2) Clerical amendments. — 

(A) (i) The heading for section 3641 of such title 39 is amended to read 
as follows: 

“§3641. Temporary changes in classes”. 

(ii) The item relating to section 3641 in the table of sections at the be- 
ginning of chapter 36 of such title 39 is amended to read as follows: 

“3641. Temporary changes in classes.”. 

(B) (i) The heading for subchapter III of chapter 36 of such title 39 is 
amended to read as follows: 

“SUBCHAPTER II— TEMPORARY CLASSES”. 

(ii) The analysis for chapter 36 of such title 39 is amended by striking 
the item relating to suhchapter II and inserting the following: 

“SUBCHAPTER II— TEMPORARY CLASSES”. 

(g) Rate and Service Complaints. — Section 3662 of title 39, United States 
Code, is amended to read as follows: 

“§ 3662. Rate and service complaints 

“(a) Interested parties who believe the Postal Service is charging rates which 
do not conform to the policies set out in this title or who believe that they are not 
receiving postal service in accordance with the policies of this title may lodge a com- 
plaint with the Postal Rate Commission in such form and in such manner as it may 
prescribe. The Commission may in its discretion hold hearings on such complaint. 

“(h)(1) If the Commission, in a classification matter covered by subchapter II, 
determines the complaint to he justified, it shall, after proceedings in conformity 
with section 3624, issue a recommended decision which shall be acted upon in ac- 
cordance with the provisions of section 3625 and subject to review in accordance 
with the provisions of section 3628. 

“(2) If a violation of a limitation under section 3722 or 3724(d) (relating to the 
maximum rate allowable for products in the noncompetitive category of mail) or sec- 
tion 3742(b) (relating to requirements applicable with respect to rates established 
for products in the competitive category of mail) is involved, it may issue an appro- 
priate order under section 3783. 

“(3) If a matter other than a matter covered by paragraph (1) or (2) is involved, 
and the Commission after a hearing finds the complaint to be justified, it shall 
render a public report thereon to the Postal Service which shall take such action 
as it deems appropriate.”. 

(h) Limitations. — Section 3684 of title 39, United States Code, is amended by 
striking “or 34” and inserting “34, or 37”. 

(i) Mail Classification. — Section 3623 of title 39, United States Code, is 
amended — 

(1) by repealing subsection (a); 

(2) in subsection (b) by striking “Following the establishment of the mail 
classification schedule requested under subsection (a) of this section, the” and 
inserting “The”; 

(3) in subsection (c) (in the matter before paragraph (1)) by striking “this 
title” and inserting “this title, subsection (e),”; and 

(4) by adding at the end the following: 

“(e)(1) Any change under this subchapter in the mail classification system shall 
be in accordance with the requirements of paragraph (2). 

“(2) The requirements of this paragraph are as follows: 

“(A) A product may not be reclassified from the competitive to the non- 
competitive category of mail. 

“(B) The reclassification of a product from one basket to another basket of 
the noncompetitive category of mail shall not be effective during a ratemaking 
cycle unless notice of the final decision on the reclassification is given to the 
Postal Rate Commission before the start of proceedings under section 3723(b) 
in connection with such cycle. 

“(C)(i) A new product may not be made available to the public before it has 
been placed in — 

“(I) either the competitive or the noncompetitive category of mail; and 
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“(II) if placed in the noncompetitive category of mail, the appropriate 

basket thereof 

“(ii) Any decision as to whether a new product should he placed in the com- 
petitive or the noncompetitive category of mail shall he made in accordance with 
the requirements set forth in section 3743(b). Such requirements shall be spe- 
cifically addressed in any statement required under section 3624(d) with respect 
to such decision. 

“(3) For purposes of this subsection — 

“(A) the term ‘product’ has the meaning given such term by section 3721(3); 

“(B) the term ‘noncompetitive category of mail’ refers to the category of mail 
under subchapter II of chapter 37; 

“(C) the term ‘competitive category of mail’ refers to the category of mail 
under subchapter III of chapter 37; 

“(D) the term ‘basket’ refers to a basket under paragraph (3), (4), (5), or (6) 
of section 3723(a); 

“(E) the term ‘ratemaking cycle’ has the meaning given such term by sec- 
tion 3723(a)(1); and 

“(F) the term ‘new product’ means a product which, as of the effectiye date 
of this subsection, is not ayailable to the public through the Postal Service.”, 
(j) Effective Date. — This section and the amendments made by this section 
shall become effective on the effective date of the baseline rates and fees established 
pursuant to section 3701 of title 39, United States Code, as amended by section 
1001 . 

Mr. Fattah. Thank you, Mr. Chairman. 

I will ask that my opening statement he entered for the record, 
and also an opportunity for all subcommittee members to extend 
and revise their remarks for the record. 

There is a lot to get through this morning so I want to be as ex- 
peditious as possible, but I do want to welcome the guests, and 
given the present ratemaking structure involving the Postal Serv- 
ice, I guess there is a question about which basket all of us belong 
in, because it is a procedure that does cry out for reform. 

We talk, we use that term a lot around here, but I think that 
the chairman is sincere in his efforts to actually have this be a re- 
form that actually improves the provision of universal service and 
delivery, and it is fair for all involved. Obviously, we need to bal- 
ance the Postal Service’s needs for an expedited process for pricing 
purposes, but we have to balance that in terms of the public’s con- 
cern for fairness and accountability, and I look forward to the testi- 
mony, and I want to welcome my own constituent from the Whar- 
ton School who is here today, and look forward to hearing from all 
of you and any stock market tips you want to impart. 

Thank you very much. 

Mr. McHugh. I appreciate the gentleman’s comments and his in- 
terest in expediting the process. 

As he noted, both his and all other Members’ statements will be 
entered into the record in their entirety, without objection. 

Before we go through the required exercise of swearing in the 
members of the panel today, let me take a moment to introduce 
them in the order in which they are printed on this sheet, which 
has no relation to anything other than that is how they are printed 
on the sheet. 

The first is John Kwoka, who is economics professor at George 
Washington University; Mr. Kenneth Rose, senior economist at the 
National Regulatory Research Institute; Joel Popkin, who is presi- 
dent of the Joel Popkin and Co.; Gregory Sidak, who is resident 
scholar at the American Enterprise Institute for Public Policy Re- 
search; Mr. Paul Kleindorfer, who is a professor of economics at the 
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University of Pennsylvania, as you just heard; and he is joined by 
Mike Crew, economics professor at Rutgers University. 

Before we do the swearing in, I note that the gentleman from 
New York, Mr. Gilman, has joined us, and I would be happy to 
yield to him for any comment he would like to make at this time. 

Mr. Gilman. I know that you are anxious to get on with the tes- 
timony. 

Mr. McHugh. Thank you very much. I appreciate the gentle- 
man’s understanding. 

With that, I would like to ask the panel members to please rise, 
and I will tell you this is committee practice. It has nothing to do 
with our doubt of your veracity, but if you will, raise your right 
hand and repeat after me. 

[Witnesses sworn.]. 

Mr. McHugh. Thank you. The record will show that all of the 
panel members responded to the oath in the affirmative. 

With that, let me begin on my right, your left, with John Kwoka. 
We have all of your testimony in its entirety and made it a part 
of the record, and that is a very important part of the process. It 
will be considered in its entirety, I guarantee you, if for no other 
reason than I don’t read something as in-depth as that and then 
don’t use it. It would be helpful. 

But we do not have time here today for each of you to present 
your testimony so we would ask you to limit your remarks to 10 
minutes or so, and highlight it as you feel is appropriate. So with 
that, Mr. John Kwoka, welcome, sir, and our attention is yours. 

STATEMENT OF JOHN KWOKA, ECONOMICS PROFESSOR, 
GEORGE WASHINGTON UNIVERSITY 

Mr. Kwoka. Thank you, Mr. Chairman and members of the sub- 
committee. I appreciate your invitation to appear here today to talk 
about price caps for the Postal Service. I will try to summarize in 
just a few minutes the major points of the testimony that, as you 
said, I have submitted for the record. 

A decade ago, price caps seemed like a novel experiment. Some 
even said it was a radical idea. I remember this well since 10 years 
ago, exactly at that time, I was on leave from George Washington 
University working at the Federal Communications Commission on 
price caps for the telecommunications industry. The price cap plan 
that I worked on at the time went into effect for AT&T in 1989, 
and for the major local exchange carriers in 1991. 

Since that time, most State public utility commissions have 
adopted price caps or similar earnings sharing plans for local tele- 
phone service. Price caps and other forms of incentive regulation 
are also now widely used in our electric power industry. On last 
count, over 40 States have either price caps or other forms of per- 
formance-based ratemaking in place for their electric utilities. 

In the U.K, British Telecom has been subject to price caps since 
1984. So too has been their National Grid Co., the 12 regional elec- 
tric companies, British Gas, water distribution, water supply com- 
panies, and parts of the British Airports Authority. 

So price caps, in short, over the past 10 or 15 years, have quite 
rapidly replaced cost-based ratemaking, rate of return regulation, 
as the mechanism of choice for overseeing franchise monopolies and 
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dominant companies generally, and the reasons are well-known to 
everyone here. Rate of return regulation creates effectively a zero 
sum gain, where any cost savings achieved by the company are 
quickly recaptured. 

Price caps offers companies a deal. Prices are fixed so that con- 
sumers may be made better off than under conventional regulation, 
but the company gets to keep at least a portion of the further cost 
savings that it achieves. 

The record compiled under price caps, particularly for the compa- 
nies that I have mentioned, shows that price cap plans can, in fact, 
work very well. Consider AT&T. At the first review of the price cap 
performance for AT&T in 1993, the first review 4 years after the 
inauguration of the plan, the Federal Communications Commission 
concluded that the added productivity gains that were passed on to 
consumers in the preceding 4 years totaled $900 million. At the 
very same time, through that same 4-year period, AT&T’s rate of 
return had risen by a full percentage point, to 13.2 percent, a full 
percentage point above that last prescribed under rate of return 
regulation. Taken at face value, this illustrates perfectly the posi- 
tive sum nature of the gain that price caps create in place of rate 
of return. 

It may in fact be a measure of the success of the AT&T plan that 
there has never been a second performance review. In fact, begin- 
ning in 1991, and concluding last year in 1996, the FCC deter- 
mined in a series of actions that groups of services previously sub- 
ject to price caps could be altogether deregulated. Now essentially 
all of AT&T’s prices are set in an unregulated market so that in 
fact that very important chapter of the history of price caps is now 
closed. 

Most but not all economic studies of the effectiveness of price 
caps corroborate the favorable assessment of price caps for AT&T. 
There have been a number of economic studies of which I am 
aware and which are cited in my written statement. Several of 
these find that in States with incentive regulation and price caps, 
telephone service prices are from 4 to 18 percent lower than in 
States that do not have any incentive regulation in place. 

But it’s important to point out that at least one study finds some 
contrary evidence, and all studies find considerable variation in the 
kind of outcomes that are achieved. The reason is that not all price 
cap plans work equally well, and in fact some may not work well 
at all. The reasons are several and are worth enumerating. 

Some plans are adopted for companies in particularly difficult 
business circumstances. Those sorts of contexts are not likely to re- 
sult in particularly favorable outcomes after an interval of time 
where the price cap plan is, even after some interval of time that 
the price cap plan may have been in place not, however, through 
any fault, necessarily, of the plan itself. 

Another difficulty in identifying or being certain of the effects of 
price cap plans is that many are experimental in nature. This may 
induce companies to front load benefits in order to ensure continu- 
ation of the plan, and not all of the initial benefits may persist in 
the longer term. Most fundamentally the degree of success of these 
plans depends on the provisions — the particular provisions — of the 
plans themselves. 
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Let me offer some observations about the aspects of the plans 
that I think are most decisive in influencing their prospects for suc- 
cess, with some reference to their applicability to the Postal Serv- 
ice. 

First and foremost, a good price cap plan must work to the ad- 
vantage of both consumers and the companies. If it does not, it will 
be seen as serving one party’s interests and it will soon be discred- 
ited. For a price cap plan to have consumer benefit, price must, on 
average, be lower than under alternative regulation. This requires 
a pricing formula that demonstrably brings price down, at least for 
critical consumer services. That requires in turn a choice of a price 
index and productivity offset, as I discuss in my written testimony, 
together perhaps with baskets and pricing bands, that reflect im- 
portant policy interests. 

Plans with poorly chosen price formulas, and there have been 
some in this country and elsewhere, have not succeeded. For a 
price cap plan to benefit the company, there must be strong incen- 
tives for true cost savings. This requires a commitment on the part 
of those who initiate regulation to allow the enterprise, in fact, to 
retain the added earnings from truly superior efficiencies that may 
be achieved. In the case of the Postal Service, this task is made 
more difficult, as we recognize, by the fact that there are no private 
shareholders to insist that the enterprise minimize cost or maxi- 
mize profit. 

The alternative would appear to be an incentive structure to mo- 
tivate and reward officers and employees in a fashion that ade- 
quately compensates for the added productivity gains that are 
being sought. Plans where efficiency benefits are not clear, not ade- 
quately rewarded, or subject to manipulation have not succeeded, 
and there have been examples of that both here and abroad. 

In addition, there may be legitimate concerns about service qual- 
ity since quality erosion lowers cost, and for that reason may 
produce earnings to the company. There’s no systematic evidence 
of which I am aware that price cap plans suffer from this problem 
as a general rule, but there are any number of anecdotal experi- 
ences that underscore the fact that service quality requires contin- 
ued vigilance. 

Finally, nothing helps a successful adoption and launch of a price 
cap plan quite so much as keeping the task simple. To the extent 
that additional issues can be postponed and added complexity 
avoided, to the extent that other objectives need not be considered 
at the same time, then the cut-over to rate of return or cost-based 
regulation will be facilitated. 

So issues such as entry into new markets, universal service, and 
rate initialization may all deserve consideration. Indeed they do, 
but since none is distinctive to price caps, it may be advisable to 
separate those issues from the simple choice between a superior 
versus are inferior mechanism of regulation and allow those other 
issues to be revisited separately at an appropriate time. 

Thank you very much, Mr. Chairman, and members of the com- 
mittee. I will be happy to answer questions at any time. 

Mr. McHugh. Thank you, Mr. Kwoka. 

[The prepared statement of Mr. Kwoka follows:] 
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Mr. diairman and Members of tbs Subcommittee: 

Ten years ago the telecommunications and electric power 
industries in this country, like the postal service now, were 
largely subject to traditional cost-based regulation. Under such 
regulation, the prices charged by AT&T, the Bell Operating 
Companies, and myriad electric power companies was set in 
seemingly the most obvious manner. The costs that these 
companies incurred were recovered by pricing the service, on 
average, at the level of incurred costs per unit of service. 

Cost-based regulation, however, was and is subject to 
serious and well-known limitations. Although the process is 
siibject to oversight, prudence review, and possible cost 
disallowance, the company has no real incentive to conserve on 
costs. To the contrary, the incentives it faces encourage excess 
costs which can simply be passed on in the form of higher price. 
The regulator — whether the Federal Communications Commission, the 
Federal Energy Regulatory Commission, state public utility 
commissions, and, yes, the Postal Rate Commission — operates under 
the inherent disadvantage of less and less reliable information 
than the regulated company. The inevitable consequences are 
excess costs, distorted prices, and consumer harm. 

By 1987 the FCC became convinced that cost-based regulation 
of the telecommunications industry was performing ever more 
poorly. These general problems of cost incentives were 
exacerbated in a telecommunications market increasingly 
characterized by new services, some of which were subject to 
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competition, and a dominant company (AT&T) operating in both 
traditionai. ly regulated and newly competitive markets. Cost- 
based regulation by even the most vigilant regulator was simply 
not capable of dealing with such novel, complex, and fast- 
changing Issues. The time had come to examine alternatives. 

Encouraged by economic analysis and some international 
experience, the FCC proposed to adopt a price cap plan to replace 
rate of return regulation for AT&T. Over the next year and a 
half while on leave from George Washington University, I had the 
opportunity to work at the FCC with major responsibility for 
devising that price cap plan. In 1989 our goal was achieved with 
the implementation of the plan for AT&T. 

In 1991 an analogous plan began operation for the access 
services provided by the Bell Operating Companies and other major 
local exchange carriers. During that time and subsequently most 
states have modified their regulation of the intrastate 
businesses of these companies. At present sixteen states have 
adopted price caps and another seventeen have earnings-sharing 
mechanisms or other alternatives to rate of return regulation. 
Much of the $100 billion telecom industry, in short, is or has 
been operating under price cap regulation. 

Similar forces have been at work in the $200 billion 
electric utility industry. Even in the mid-1980s a number of 
states had begun experimenting with various types of incentive 
regulation for purposes of cost efficiency, energy conservation, 
or both. Some twenty states had such plans in 1986. This list 
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has grown to the point where at least 41 states now utilize 
either true price cap plans or some other mechanism of 
"performance-based ratemaking . " 

Other countries' experience with price caps is at least as 
extensive. Even prior to our AT&T plan, the British had adopted 
price caps for its dominant telecommunications carrier, British 
Telecom. Subsequently in the UK, price cap plans have been 
instituted for the National Grid and the Regional Electric 
Companies (transmission and local distribution, respectively) 
that resulted from fragmentation and privatization of the 
electric power sector. Price cap plans have accompanied similar 
transformations of the UK gas and water utilities. British Gas 
was privatized and subject to price cap regulation for most 
customers in 1986, as were the ten regional water supply 
companies in 1989. Even certain services provided by British 
Airports Authority for southeast UK airports are price-capped. 

In addition, numerous other countries have adopted price caps for 
their major utility and infrastructure industries. 

Against this backdrop this Subcommittee's consideration of 
H.R. 22 represents an historic opportunity to extend the 
application of price caps to postal services. What I would like 
to address in the remainder of my statement is the principals of 
price caps, experience with them in telecommunications, and their 
applicability to postal services. 

As I noted, cost-based regulation insures a company against 
losses — even if the losses result from unnecessary costs — by 
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automatically adjusting price in lockstep with reported costs. 
Price caps, by contrast, decouples price from cost and in so 
doing confronts the company with the consequences of its cost 
reduction efforts and actual experience. If costs are above some 
norm, the company will suffer losses, but if it achieves 
unusually low costs, the resulting profits are its to keep; A 
billion dollars saved is a billion dollars earned. 

Although the incentive effects are clear, questions remain: 
What is the norm at which price should be set? How should price 
change over time? How should each individual price be set? What 
happens if unacceptable profits or losses nonetheless occur? The 
answers to these questions define each particular price cap plan, 
and they also determine its prospects for success in achieving 
its objectives. Let me outline the nature of each of these 
issues and the approach that should be taken: 

First, how should price be initially set? In principle, 
they should equal the level of "good-practice" costs. This 
results in breakeven operation by the company, with neither 
profit windfalls nor shortfalls. But determining good-practice 
costs is not necessarily straightforward, since if it were, price 
would probably already be at that level. As a consequence, most 
price cap plans, including those for AT&T and the LECs, have 
adopted existing rates as the point of departure. 

The rationale for initializing rates at existing levels is 
threefold: Such rates presumably represent the best current 
estimate of appropriate rates. In addition, since they represent 
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the rates that would exist under continued cost-based regulation, 
any alternative that lowers prices relative to that benchmark 
constitutes an improvement. Initializing rates at existing 
levels has the further practical advantage of avoiding taking on 
rate review simultaneously with price reform. A simultaneous 
rate review would give the company one additional opportunity to 
seek advantageous rates, and might even jeopardize reform itself. 

Second, even if prices are initialized at acceptable levels, 
how can appropriate prices be maintained in the face of 
inevitable changes in underlying costs? Apart from some very 
short-run plans that simply freeze rates temporarily, price cap 
plans address this by indexing rates in accordance with those 
factors that alter costs. As a general economic proposition, 
service costs vary with changes in the prices of inputs used in 
producing the service, net of productivity gains. An accurate 
pricing formula should track future costs well, set price at an 
appropriate level, and provide a continuously updated efficiency 
target for the company. 

From this stems the well-known formula for price caps; 

GDPPI - X. The Gross Domestic Product Price Index (GDDPI) is 
chosen because, among major price indexes, it best captures the 
production cost experience of companies at large. The X factor 
is the annual rate of change in a company's productivity relative 
to economy-wide productivity. For AT&T X was set at 3.0 percent, 
based on an examination of the economic literature, a study of 
its past price experience, and ac’ditional recent evidence 
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introduced into the record. For tne LLCs, ^.t was initially set 
at 3.3 percent (which many correctly believed understated their 
productivity) . 

Third, even the best-designed formula will inevitably 
diverge from underlying costs over time, raising the question of 
whether, and how, the regulator should intervene. Failure to 
intervene may result in persistent, substantial profit windfalls 
or shortfalls that are unacceptable on both economic and 
political grounds. But frequent intervention that, for example, 
resets parameters based on recent profit performance defeats the 
plan itself, as the company recognizes that it does not really 
face the full consequences of its cost initiatives or lack 
thereof . 

Thus, only when it is clear that the plan parameters have 
produced a cap that diverges significantly from \inderlying 
conditions should there be administrative intervention. And even 
then, caution must be exercised since intervention closely based 
on past performance will undermine the plan's incentives. In an 
effort to avoid this pitfall, the price cap pleui for AT&T 
provided for a four-year ’’performance review" based on numerous 
factors, including "actual prices, achieved rate of return, 
quality of service, and technological progressiveness." The 
performance review for British Telecom focused closely on its 
increased earnings during the preceding five years and prompted 
the regulator to increase the X factor from 3.0% to 4.5% (and 
then to 6.25% and 7.5%) on grounds that struck many as closely 
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analogous to rate of return principles. 

The price cap formula and adjustment process for the LECs 
were structured differently. Since less was reliably known about 
their productivity, a best-guess X factor was employed but not 
expected to track cost changes nearly so well as that for AT&T. 
Consequently, a "sliding scale" was incorporated which 
automatically adjusts the plan parameters whenever profit 
deviations grow large. Specifically, beyond some zone around a 
rate-of-return norm, yearly over- or under-earnings were to be 
shared between the company and consumers. This mechanism 
essentially "recenters" the formula on a more frequent basis, but 
it does not do so through ad hoc intervention and, moreover, it 
assures substantial earnings retention to the LECs. 

Fourth, there remains the question of individual service 
prices under caps. Between the extremes of a separate cap for 
each price and a single weighted-average cap lies the usually 
appropriate choice--a limited number of service baskets, with 
secondary pricing bands within each. A broad cap gives pricing 
discretion to the company and simplifies plan administration. 

But it also allows rapid price changes, substantial revenue 
shifts among customer categories, extraction of excess profit on 
inelastically demanded services, and price reductions 
strategically designed to impede competition on others. 

For these reasons, the price cap plan for British Telecom 
has two baskets, that for AT&T three, and those for the LECs have 
four. Services are grouped according to their cross-elasticity — 
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that is, the ease with which consumers might switch among them — 
and the degree of competition that the services faced. These 
criteria minimize adverse effects on any single customer category 
and limit the opportunity for strategic pricing where competition 
threatens. Each basket is subject to its own price cap, although 
in the absence of any basis for a different price index or 
productivity factor among the baskets, all are identical. 

Pricing bands are annual limits on individual price 
movements around the overall cap for a particular basket. These 
are intended to moderate the pace of price changes in order to 
allow consumers adequate opportunity to adapt to restructured 
prices, and to prevent the swift price changes characteristic of 
strategic and predatory pricing against competitors. Bands have 
often been set at a five-to-ten percentage point change relative 
to the cap. Since the limits are annual and cumulate, they do 
not ultimately preclude price changes of a more substantial 
nature. 

In addition to these issues, most price cap plans in some 
fashion address other matters of a technical, incentive, and 
policy nature. Let me simply list these: 

• There needs to be some provision for incorporating new 
services and restructured services into the cap, and for removing 
abandoned services from it. Given the weighted average nature of 
the cap, this requires some care in formulation. 

• Attention must be paid to the circumstance where some 
services are subject to varying degrees of competition and may be 
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held outside the cap. The price at which such services can be 
offered, the treatment of common costs, and other matters will 
greatly affect the prices of both the regulated and now- 
unregulated services. 

• Guidelines must exist for allowing the company to offer 
customer-specific, bundled services. These may represent good 
business practices in an increasingly competitive market, but 
also may serve to target and preserve the very customers (and 
only those customers) for which rivals can compete. 

• Certain wholly exogenous costs should be treated 
separately from the basic formula and passed through directly to 
final price. The rationale for such exclusions is that the 
company cannot achieve cost efficiencies on such things as 
mandated accounting changes, tax law changes, and (in the case of 
AT&T) access charges, and hence they should not be indexed. 

• There must be some mechanism for overseeing and insuring 
service quality. Relative to cost-based regulation, price caps 
may enhance the risk of quality erosion as the company seeks to 
reduce costs. 

• Most price cap plans contemplate the deregulation of some 
services, perhaps even full deregulation of the company. 
Prospective deregulation relieves some of the burden of trying to 
fine-tune the plan for the long term, and it is facilitated by 
defining service baskets according to the level of competition. 

While all of these issues require attention, it should not 
be concluded that developing viable and effective price caps 
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represents an insurmountable task. To the contrary, as I noted, 
numerous plans have been developed over the past ten to fifteen 
years in telecommunications and other industries. Moreover, 
experience under these plans has been quite favorable. Let me 
offer a summary of experience with plans in telecommunications 
and electricity, with which I am most familiar. 

The price cap plan for AT&T began in 1989 and was reviewed 
by the FCC in 1993. Most observers felt that the plan had worked 
quite well to that point. For its part, the FCC contended that 
the productivity offset in the plan had resulted in consumer 
gains totalling almost $900 million, with another $900 million 
due to below-cap pricing. Simultaneously, AT&T's earned rate of 
return rose to 13.2 percent, more tht»n a percentage point above 
its last prescribed rate under regulation. Some questions were 
raised about deterioriation in certain service quality measures, 
although no clear connection to price caps was made. Pricing 
flexibility had served the purpose of allowing significant 
changes in relative prices without the need for close regulatory 
review. Many specific AT&T services were priced below their 
maximum levels, the result of both competition and the averaging 
requirement of caps. 

In 1991 the FCC came to the determination that AT&T's 
business services (Basket 3) were subject to substantial 
competition and effectively deregulated most of them. Basket 2 
services were deregulated with the advent of 800 number 
portability in 1993. The following year, the Commission came to 
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a similar conclusion regarding AT&T's Toiame rcial services within 
Basket 1. In 1996 residential services and international 
services were also deregulated, effectively ending the era of 
price caps for AT&T. 

The price cap plan for the local exchange carriers went into 
effect in 1991 and was subject to FCC review four years later. 

Due to continuing changes in the legislative and regulatory 
provisions governing LEG operation, substantial aspects of that 
review are still in process. In its Notice of the 1995 review, 
the FCC declared that LEC interstate access rates had declined by 
$1.5 billion, of which nearly $400 million was due to below-cap 
rates. It also observed that profits of all the of capped LECs 
had risen, on average by a full percentage point, with some 
substantially more. Service quality was said to be holding 
fairly steady, although as with AT&T, some areas of concern were 
noted . 

Several aspects of the LEC price cap plans, most especially 
the productivity offset, were controversial. Indeed, in this 
review the FCC acknowledged an error in the original calculation 
of productivity and raised the new X factor to a minimum of 4.0 
percent. A high-productivity option — 5.3 percent offset — with no 
sharing was also offered, and ultimately chosen by all the 
companies. Other revisions to the plan involved restructuring 
the baskets, virtually eliminating lower bounds on price changes, 
and similarly deregulatory changes. 

Apart from details of these specific experiences, several 
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economic studies have examined the impact of price cap plans more 
generally. Four studies have examined the relationship between 
incentive regulation at the state level and the price of 
intrastate services. Three of them — by Mathios and Rogers, by 
Kaestner and Kahn, and by Tardiff and Taylor — find prices in 
states with incentive regulation to be lower by anywhere from 4 
to 18 percent. There is, however, considerable variation and a 
number of anomolies in these findings. A later study by Blank, 
Kaserman, and Mayo even suggests the possibility that prices may 
be higher with the flexibility afforded by incentive regulation. 

Three studies have examined the productivity consequences of 
price caps. Schmalensee and Rohlfs conclude that AT&T's 
increased productivity in the three years following price caps 
resulted in an added $1.8 billion in cost savings. My own study 
of British Telecom found that its productivity rose by 22% during 
the initial four years of price caps relative to its previous 
experience. Tardiff and Taylor report that incentive regulation 
results in an incremental 2.8% annual gain in local telephone 
company productivity. 

Tardiff and Taylor's study is noteworthy in one further 
respect: It conducts perhaps the the sole systematic study of 

the quality consequences of price caps, finding no significant 
difference in a summary index of quality change for local 
telecommunications companies in states with and without incentive 
regulation. Interestingly, though, states where quality was an 
explicit regulatory factor influencing allowed earnings did 
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achieve greater quality gains. 

Thus, the evidence to date regarding price caps and related 
forms of incentive regulation is largely favorable, though not 
without exception. In their recent review, Kridel, Sappington, 
and Weisman note several reasons for ambiguity. These include 
the wide variety of plans, each with its own degree of incentives 
and other distinctive properties; the recent and sometimes 
experimental nature of the programs; and the confounding 
influence of other major changes at work in telecommunications. 

These limitations also emerge in studies of the effects of 
incentive regulation in electric power. Berg and Jeong, for 
example, fail to find any significant operating improvements in 
the case of electric utilities subject to state incentive 
programs. My own recent study even finds costs to be higher in 
those states. In both cases, however, it is quite possible that 
incentive programs are simply put into place where cost 
inefficiencies are greater, creating difficulties in isolating 
the causal effect of the programs themselves. 

To repeat, the balance of evidence still favors the 
application of price cap plans, though some caution in 
expectations seems advisable. Progreims instituted in unfavorable 
settings, programs with weaker incentives, programs with features 
more easily manipulated by the company will predictably have 
lesser effects. For that reason careful attention to the design 
and implementation of price cap plans is crucial to their 
prospects for success. 
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In this spirit, let me offer some observations prompted by 
my reading of H.R. 22 together with conversations with your 
staff, which has done such an able job of outlining a price cap 
plan for the Postal Service. I must emphasize that these 
comments represent ay preliminary effort to apply lessons from 
other price cap plans to a context about which I know 
considerably less . 

First, application of price caps to the Postal Service would 
represent an unusual circumstance in that the company is 
obviously not a private profit-making enterprise. That fact 
raises an important question of who is (in economic terms) the 
"residual claimant,” the person or persons who has the ultimate 
financial interest in maximizing profits. Shareholders perform 
this function for publicly held corporations such as AT&T, other 
telecommuncations carriers, electric utilities, and so forth. 

The costs and benefits from price caps fall on them, and they 
work to ensure that their agents — company managers — pursue their 
objectives. 

But who is the residual claimant for the Postal Service? To 
whom do excess profits or losses accrue? The answer would appear 
to be the U.S. Treasury and ultimately the taxpayers of this 
country. But the Treasury Department cannot buy or sell its 
"ownership" in the Postal Service, nor can it make its management 
pursue maximum profit. So, unless ownership of the Postal 
Service changes, the fundamental question remains: Who is it 
that can be confronted with monetary incentives to improve the 
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efficiency of the Postal Service? 

The answer would seem necessarily to be the management and 
employees of the Postal Service. Indeed, as H.R. 22 provides, 
the Postal Service can distribute its profits in the form of 
bonuses to its officers and employees. But the potentially 
important differences with private enterprise do not end there. 

If incentives are the issue, precisely who should get bonuses? 

If it is the case that employees are presently paid in encess of 
their market wage, should they get additional bonuses? If 
profits are exceedingly large, would one still distribute 
potentially enormous sums in the form of bonuses? If not, should 
the Treasury share in the excess? And what if losses accrue? 

Who, if anyone, should bear the adverse financial consequences? 

Second, the co-existence of competitive and noncompetitive 
services offered by the Postal Service raises significant issues. 
Under cost-based regulation, an enterprise selling both has every 
incentive to misallocate costs to ( "cross-subsidize” ) its 
regulated businesses. Under price caps, the direct monetary 
incentive to cross-subsidize is blunted in direct proportion to 
the "toughness" of the cap, that is, the degree to which the 
price cap parameters will not be changed despite any losses 
incurred by the enterprise. Even in the case of 
telecommunications, many doubted that price caps succeeded in 
truly preventing such actions, since those plans (like all) 
consider profits in the review. 

In the case of the Postal Service, this concern would seem 
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at least as substantial. Its competitors already object to some 
of its pricing as divorced from underlying costs. There does not 
seem to be the same long tradition of regulatory accounting that 
at least partially contrained AT&T and made its pricing 
predictable, if not always efficient. And the provisions of H.R. 
22 regarding market tests of experimental services may exacerbate 
this problem since it would allow the Postal Service more readily 
to enter additional markets, including some where the economic 
rationale is not clear. The regulatory task and the plight of 
competitors are both exacerbated by a permissive stance towards 
entry into additional markets. 

Third, for the price cap formula to track future unit costs, 
it requires a price index that correctly captures Postal Service 
costs and an X factor that represents "good practice." The GDPPI 
is a good default index, but I would keep an open mind as to 
alternatives that may do a better job. It is imperative in any 
case that the chosen index lie outside the enterprise's 
influence. 

With respect to the offsetting X factor, I would strongly 
urge that it be one thing only: a target for Postal Service 
productivity. That is, after all, what the X factor is intended 
to measure in the economic formula. I would also strongly urge 
that it be truly fixed for some reasonable interval such as the 
five year cycle in H.R. 22. Only if the target is known to be 
truly fixed, rather than being subject to more frequent 
reconsideration, will the enterp:-ise face real incentives for 
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codt efficiencies. I would also urge that the same formula— 
specifically, the same value of the X factor — be employed for 
each basket of services, unless there is very compelling evidence 
of different cost or productivity forces at work in each. 

Fourth, H.R. 22 proposes relatively limited discretion for 
individual rates within each cap. For the first basket, each 
individual service price is capped, effectively implying multiple 
individual caps. In fact, such a formulation is often termed 
"indeKed rates," rather than price caps. For the other baskets, 
too, subclass rates are capped without the ability to average 
price Increases against decreases among them. I would urge 
consideration of added flexibility within each basket, with bands 
(floors and ceilings) to inhibit whatever price changes are 
deemed undesirable. 

Fifth, while 1 generally disfavor re-initialization of 
rates, I acknowledge that there may be exceptional circumstances. 
If rates diverge demonstrably and unusually from costs, the 
company, its consumers, or its competitors may be affected in 
unwanted and persistent ways if no changes are made at the 
outset. I would simply note that, given the importance of the 
rates that emerge from "one last rate review, " enormous pressures 
are likely to be placed upon the process. 

Finally, I would recommend adoption of an Actual Price 
Index, different from the Price Cap Index that sets the maximum 
weighted average price, ftn API allows for the possibility that 
the Postal Service would not necessarily utilize all the upward 
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pricing discretion it is allowed in any year, fr'hile the PCI 
would continue to track its allowed price from year to year, the 
api would ensure that the Postal Service could carry over any 
unused pricing discretion to future years. 

In summary, I would Conunend this Committee for its interest 
in applying price caps to the Postal Service. I know from first 
hand experience the challenge that such an undertaking poses. I 
worked with several other individuals at the FCC for more than a 
year and a half to develop the plan for AT&T, aided (at least 
sometimes) by notices of proposed rule-making, expert 
submissions, and the opportunity to get questions answered. 

Devising a price cap plan for the Postal Service is, of 
course, facilitated by the range of past experience on which to 
draw. But price caps in the present context raise some unique 
and complex issues, and each plan is inevitably different in 
important ways. I have tried to highlight those issues that, 
based on my experience and understanding, will most critically 
affect the prospects of success of the plan for the Postal 
Service. I hope these comments may be of some use to you in 
ensuring that success. 
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Mr. McHugh. I think in order to keep some continuity here, we 
should hear from all the panelists and engage in whatever followup 
discussion is appropriate. So Dr. Rose, if you would please give us 
your presentation now, and we appreciate you being here. 

STATEMENT OF KENNETH ROSE, SENIOR ECONOMIST, THE 
NATIONAL REGULATORY RESEARCH INSTITUTE 

Mr. Rose. Thank you, Mr. Chairman, and thank you to the other 
members of the subcommittee and staff. 

What I primarily do is work with utility regulation, and actually 
primarily electric regulation, so looking at price caps being applied 
to something that I haven’t previously done any work in before was 
quite interesting, and I enjoyed the opportunity to do that and I 
thank you for asking me to participate in this. 

I am going to try to bottom line it as best I can for how I think 
price caps would work for Postal Service regulation. I will first 
paint a little picture of the issue that’s probably not much different 
than what Professor Kwoka outlined. 

There’s a survey in my written testimony that outlines some of 
the details of the specifics of the plans that the States are doing, 
and I won’t go into detail, but just say right now in telecommuni- 
cations at the State level, price caps is really the norm now, it’s not 
really the exception anymore. It’s not — could hardly be called an al- 
ternative form of regulation, although it is more rare for gas and 
electric utilities. In fact, it was just starting to get off the ground 
a little bit for electric when the restructuring of the industry hit, 
it seems to have stalled in that industry at the moment. 

In general, I would say that price caps have obtained the initial 
objective of holding down costs and prices and increase produc- 
tivity. While there is some contradiction in the literature on that, 
it seems to be pointing in that direction. 

There does appear to be a problem with quality of service, and 
as Professor Kwoka pointed out, the academic literature and some 
of the studies are contradictory on that, but the States, if you talk 
to people in several States that have actually implemented price 
caps, they are quite convinced that there is a problem with service 
quality degradation. They have instituted plans to make sure that 
that doesn’t get to an alarming level. In the survey, as I mentioned, 
we found that there were 16 States that have a quality of service 
mandate of some kind and I think it’s safe to say that the number 
appears to be rising over time. 

One fortunate thing about quality of service, though, is that it 
can be mitigated; this isn’t an insurmountable problem. It’s some- 
thing that has to be looked at, and I would recommend some kind 
of provision be put into the law. 

My reading of H.R. 22 has quality of service provisions in two 
different places, one for the establishment of the initial rate, it ap- 
pears to be mentioned also when determining the adjustment fac- 
tor, quality of service is also mentioned again, which seems to give 
the PRC some latitude in adjusting the prices of the Postal Service 
to account for any decrease in the quality of service. However, it 
wasn’t clear to me if the PRC would be able to impose some kind 
of financial penalty after the initial rate has been set and in be- 
tween the adjustments being made. States have done it in several 
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ways to implement these penalties. One way is to add something 
to the productivity factor, they decrease the amount of the poten- 
tial increase, or increase the amount of the decrease, depending on 
the relative size of the price index and the productivity index. 

I think what it comes down to is if a regulator is thinking about 
whether to have cost of service regulation or price cap regulation, 
one way of looking at it is to ask which is easier to monitor. Is it 
easier to monitor the cost, which is very costly, of course, we have 
learned from the utility experience, prudence reviews, very inten- 
sive rate cases that last a long time, sometimes up to 2 years or 
more and often are litigated past that, or is it easier to monitor 
quality of service? I would argue it’s easier to monitor quality of 
service, and my read on Postal Service regulation is I think it’s 
true there as well. 

My largest concern that I have, though, in applying price caps 
at the Postal Service was one significant difference, I think there 
is between with the Postal Service with utilities. This is primarily 
what it is that motivates them. Price caps are really effective, I 
think it was just obvious, because it picks up on the drive for prof- 
its as really the motivating factor, or to avoid the imposition of 
some kind of penalty. And while the Postal Service I understand 
is financially independent and is regulated by the PRC, and in that 
sense it’s very similar to a utility, in many other ways it’s very dif- 
ferent. I think that’s one striking difference. 

In the case of a price caps, the harder a firm works, the more 
potential the firm can gain. There are some limits in H.R. 22 that 
seem to diminish perhaps any kind of an incentive proposal, al- 
though there were bonus provisions in there. Perhaps to get around 
this limitation, one way would be to enhance or strengthen the 
bonus provisions that are already in H.R. 22 or allow the PRC to 
decide how to do that. 

I think it comes down to a matter of what’s the objective. If the 
objective is to make Postal Service regulation easier, then the price 
caps may be a viable alternative because it will probably be easier 
to monitor things like quality than things like cost. If the objective 
is to really lower cost and get the prices down and increase produc- 
tivity of the Postal Service, then I am somewhat in doubt whether 
or not you will get that response from the Postal Service, given the 
kind of incentive structure that they have and the possibility of a 
dampening effect because they don’t have a profit motive. 

Let me summarize by saying that price caps have been successful 
in lowering prices and increasing productivity. There’s little doubt 
in my mind that it has reached that objective. Quality of service 
may be a problem, and at the very least it ought to be monitored. 
The evidence that we have, even though it may be anecdotal, sug- 
gests to me it’s not something that should be overlooked. 

There is an opportunity I think to use price caps here for the 
Postal Service, but with the caveat that perhaps some kind of 
strengthening of incentives or penalties that might be imposed for 
any possible future decrease in quality of service, those provisions 
may be strengthened to get the desired effect your subcommittee 



54 


is after. 

Thank you very much, Mr. Chairman. 

Mr. McHugh. Thank you, Dr. Rose, for your comments and your 
prepared testimony. 

[The prepared statement of Mr. Rose follows:] 
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Thank you for this opportunity to speak to the Subcommittee on the Postal Service today 
on the subject of price caps. The subject of price cap regulation has been of considerable interest 
to state utility regulators for some time, The Subcommittee can take advantage of the 
experiences gained from implementation of price cap programs by the states and federal 
regulators in the U.S. and in other countries. 

Briefly slated, for the Subcommittee’s information. The National Regulatory Research 
Institute (NRRI) is the official research arm of the National Association of Regulatory Utility 
Commissioners, an association of federal and stale utility, transportation, and other industry 
regulatory agencies, including the Postal Rate Commission. NRRI conducts research primarily 
on electric, natural gas, telecommunications, and water regulatory issues. We are affiliated with 
and located at The Ohio State University in Columbus, Ohio. The majority of our funding comes 
from the state public utility commissions with occasional funding from federal agencies and 
departments. 

My testimony is divided into three parts, the first section provides a basic description of 
price caps, why it is seen as a superior way to regulate than traditional cost of service, and what 
and how states are using price caps today. The next section discusses some of the mote 
important implementation issues that states have dealt with over time through their experiences 
with price cap programs. The final section discusses the application of price caps to the Postal 
Service as proposed by the Postal Reform Act of 1997 (H.R. 22). Because of my specialization 
in utility regulation and who our main clientele is, the perspective is primarily from the 
experiences and practices in the utility field with price caps at the state level. 

BASIC DESCRIFTION OF PMCE CAPS 

Price cap regulation belongs to a family of noncost-based rate regulation that has been 
dubbed “performance-based regulation" or PBR. Other forms of PBRs include targeted 
incentives and yardstick regulation. Price cap regulation is seen as an alternative to the more 
traditional and longstanding form of regulation, cost of service or rate-base/rate-of-retum 
regulation. The main feature of PBRs is that the regulated firm’s performance is compared to 
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and rewarded or penalized based either on its performance relative to others in the same industry 
or on an administratively determined benchmark. Utis is in contrast to traditional cost of service 
regulation where the firm’s costs are primarily examined in the context of that firm only. 

In the last decade, a general consensus has developed in the regulatory community that 
cost of service regulation has serious drawbacks. These limitation are now well known and 
documented; in general, these include: 

• the regulated firm may overinvest in capital, including both rate base inflating ais well 
as more subtle preference for capital over other inputs; 

• there are inadequate incentive to minimize production costs in the long-run; 

• market risks (associated with changing market conditions) may be shifted to ratepayers 
and little reward is given to the regulated firm for good decisions; 

• there are inadequate incentives to respond to changes in consumer preferences and 
adopt new and innovative technologies; 

• the regulated firm may try to shift costs from unregulated to regulated activities and 
shift profits from the regulated activities to the unregulated (or, cross-subsidize); and 

• cost of service has high administrative cost for the regulated firm, regulators, and 
interveners from extensive hearings, appeals, prudence reviews or oversight of the firm’s 
operations. 

To counter these limitations, regulators over the years have used audits, used and use&l 
tests, prudence reviews, detailed rate cases, and other means. Of course, this means that the 
administrative cost of this type of regulation increased even more. In contrast, price caps are 
believed to offer the following benefits: 

• they create better incentives for cost reduction and control; 

• they have been used in some industries for years, so implementation issue are 
becoming better known and anticipated; 

• they are relatively simple to administer compared with cost-based regulation; 

• they allow more price flexibility for the firm to arrange individual contract terms with 
customers; 
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• they can protect customers with few or no pmctical alternatives; and 

• they can be used as a transition tool to a competitive market 

The reason that price cap regulation improves the incentive to control costs is that it 
severs the link between the rate the firm can charge and its costs. Under cost of service 
regulation, because of limited resources, even a vigilant regulators caimot police every option a 
firm has and every decision the firm makes. As a result, most justifiable costs are passed along 
to ratepayers and the incentives for cost control are weak. In addition, the firm is limited in what 
«tum it can earn irrespective of how good or bad it performs. Price cap regulation shifts the 
emphases from monitoring the firm’s costs to prices and replaces the oversight of costs that the 
regulator would do with an incentive that is similar to what a competitive firm would face. The 
firm can only charge up to the cap, that acts like a market price and, if the firm can reduce its 
costs, it can retain either a portion of or all of the resulting profit. As will be discussed below, 
however, if the firm remains essentially a monopolist or operates with limited competition, there 
may be other unintended consequences of price cap regulation. 

The basic price cap formula provides the percentage annual change in the price for a 
group or class of customers based on a price and a productivity index. The formula may also 
have an adjustment factor for idiosyncratic or company specific costs or benefits. The fonnula 
can be written as: 

it “ " ^t.l)) * 2^t.t) 

where 

APi, = percentage change in the price ofelectricity for customer class! for period 

t, 

API(,.|) = percentage change in the price index for latest reporting period, 

^n) “ productivity offset calculated ftom latest reporting period data, and 

Z,,.,) = adjustment factor for company specific costs from latest period. 
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STATE IMPLEMENTATION OF PRICE CAPS; SOME IMPLEMENTATION ISSUES 
Table 1 summarized some of the main features of price cap programs used by stales for 
their local telecommunication companies. Currently, thirty-eight states have some type of price 
cap or rate freeze program. Of these programs, twaity-nine are actual indexed price caps, five 
are rate freezes, and four are non-indexed price caps.' The attached survey is a more detailed 
sfate-by-state summary of state pltms. 


Table 1. Summary of state telecommunication price cap regulation in the 
United States, as of April 7, 1997. 


States with some type of price cap plans 38 

States with indexed price caps 29 

States with rate freeze 5 

States with non-indexed caps 4 

States using GDP-Pl/GNP-PI as inflation index 26 

States using CPI as inflation index 4 

Price cap plans with revenue/profit sharing 4 

Price cap plans with penalty for quality of service degradation 16 

Price cap plans with freeze on basic rates 33 

Price cap plans with required infrastructure investment 1 8 


Sources: State Telephone Regulation Report, March 20, 1997, pp. 1-9, Vol. 15, 

No.6 and April 3, 1997, pp.1-8, Vol. 15, No. 7 and conversations with selected 
commission staff, April 1-4, 1997. 

Determining the price and productivity indices 

The productivity offset is intended as an overall measure of net productivity change in the 
industry relative to the overall economy. The bracketed terms (APIq.t) - X(t.i)) together are 
intended to estimate the industry’s increase in costs during the period. Alternatively, a regulator 
could use an index of the industry’s costs in place of these terms. However, such measures are 
usually not available; therefore, most price cap programs use a broad economy- wide measure of 
price change with a productivity offset. The logic behind this method is that since a price index 


' A price cap allows the firm the flexibility to charge below the cap, while a price freeze 
fixes die price at a set level. 
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is used rather than a cost index, an offset is required to estimate net cost increase (net of any 
productivity change). For the price index, twenty-three states use the Gross Domestic Product 
Implicit Price Deflator (GDP-PI), three states use tfie Gross National Product Implicit Price 
Deflator (GNP-PI), ^d four states use the Consumer Price Index (CPI). 

In practice, regulators have not used the productivity offset in a precise and exact way, 
but rather as an adjustment factor. For example, a regulator may decide that prices under a price- 
cap mechanism should be less than they would have been if the firm were still cost-based 
regulated. In this case, the regulator would raise the productivity offset by an amount sufficient 
to meet the goal. This sets a more stringent target, whereby the firm must increase its efforts to 
reduce costs. The Federal Communications Commission added a “consumer dividend" of 0.5 
percent to the productivity offset of 2.5 percent in a price cap plan for AT&T’s interexchange 
activities. This was intended to guarantee that customers would share the performance 
improvement expected to result from the incentive plan. 

A concern that some have is that when the terms (APIj,.,, - X,,.,;) ceases to be an attempt 
to estimate the firm’s cost increase, it instead becomes more a means to control earnings. This, 
of course, was the primary intent of cost of service regulation. The question then is, do we have 
defacto rate-of-retum regulation with the same limitations noted above? In other words, have we 
simply replaced the issue of allowed rate-of-retum with a confrontation over the productivity 
factor and what expenses should be allowed with the size of the consumer dividend? If this is in 
fact what is happening, then clearly we are likely to be no better off than with cost of service 
regulation. The regulator needs to find a balance between sufficient incentive to influence the 
“correct" behavior where the firm believes that its gains will not be taken away by having the 
productivity factor raised versus a productivity factor that is too low and too easy to beat. The 
evidence suggests, so far, that rates have in fact decreased and productivity has increased under 
price cap plans, suggesting that state regulators have struck a good balance overall. 

Profit sharing 

Some price cap programs contain a separate equation that allows a fum to retain all of the 
profit (or incur all the loss) up to some predetermined rate of return on equity, sometimes called a 
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“dead-hand region." Alternatively, there may be no dead-hand region and customers share some 
portion of the profit or loss. Currently, four states have plans with revenue or profit sharing 
arrangements. However, profit sharing provisions were more common when price cap plans 
were first being instituted. This may have been more an indication of the uncertainty as to what 
would happen under the price cap plan and how profitable it would be for the firms than a policy 
of allowing customers to share in the profits or losses. Moreover, as noted above, the use of a 
consumer dividend leads to a similar result, but as an immediately lowered rate in the current 
period rather than as a “give back” in the next. The logic is somewhat different, however: a 
consumer dividend implies “we know how much your costs increased, but we want you to work 
harder to lower costs and earn a profit,” while profit sharing is more “if you earn a profit over a 
certain return, you have to share it with consumers.” Because electric utilities are in an earlier 
stage of restructuring than the telecommunications industry, and perhaps because of industry 
fears of possible losses, there is more discussion of profit sharing associated with incentive or 
price cap plans.^ 

Setting the initial cap 

Where to set the initial rate that will be capped is not as straightforward as it may appear. 
The easiest solution is simply to use the current rate. However, rates may not have been reset in 
many years; consequently, they may not reflect the current costs of the firm for the particular 
class of service where the cap will be applied. Another option is to have a “last rate case” to set 
the cap (as proposed in H.R. 22). Ideally, the cap would be set to reflect the cost of providing 
that service. However, the difficultly for utility rate setting is that existing rates often contain 
either explicit or implicit subsidies that cross customer classes, such as urban to rural or long- 
distance or toll to local (certainly there are such splits that apply to postal rates as well). The 
difficultly comes about because these class subsidies have existed for decades and a sudden 
elimination of them would result in a “rate shock.” Making the change is politically difficult as 


‘Currently, the issue of incentive rates in the electric supply industry is taking a back seat 
to the many issues surrounding the development of a competitive generation market. 
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well, since a large number of people may see their rates go up. To soften the impact, a phased-in 
approach can be used that gradually phases out the subsidy and restructures the rates. As an 
indication of the difficultly involved, it should be noted that it has taken years just to address the 
issue and it has by no means been solved completely in most jurisdictions. With no real 
competitive pressure the old rate structures could remain. The motivation for change now is that 
the widening of competition means lower prices for many of the services that are a major source 
of revenue. The temptation by the regulated companies is to shift costs to customers with the 
fewest alternatives. This completely reverses the historical rate structures under regulation. 

Many of these factors are what is behind the current “rate rebalancing" in the telecommunications 
industry. 

Quality of service 

There is mounting evidence that quality of service may deteriorate under a price cap plan 
if preventative steps are not taken. The apparent reason for this is that, in the drive to cut costs, 
an easy way to do it is for the company to cut staff and other expenses related to customer 
service. Some slates have seen a deterioration in service quality and have either instituted or are 
considering instituting quality standards vrith monitoring. If quality falls below the standards set, 
then penalties are imposed on the company. Currently, sixteen states have price cap plans with 
penalties for quality of service degradation. Given the current evidence, it appears to be 
advisable to at least monitor service quality. This issue is discussed in the context of postal 
regulation in the next section. 

APPLICATION OF PRICE CAP REGULATION TO THE POSTAL SERVICE 
A regulatory dilemma: monitoring cost or quality 

Regulators appear to face a dilemma when deciding whether to stay with cost of service 
regulation or switch to price cap regulation. That is, by switching to a price cap plan they 
improve the incentive to control costs, and consumer prices may decrease over time, but to 
achieve lower costs the firm may decrease service quality. In short, the same drive to improve 
the incentive to lower costs may create an incentive to cut quality standards. This is clearly a 
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manifestation of the fact that, in certain markets, firms simply do not face significant 
competition. In a competitive market, customers can choose based on price, quality, and many 
other factors (depending on the product). Many markets often have different levels of quality for 
customers to choose from. This is not a problem because its the customer’s choice. Price caps 
work best with some level of Competition in the market. Of course, if there was significant 
competition then there would be no need for price caps and the market could be deregulated 
completely.^ A competitive market can monitor costs, prices, and quality better than any 
regulator can, but it simply may not be feasible to have a completely competitive market. 

This is the same dilemma that you face right now with respect to Postal Service 
regulation. If competition is not considered an option for those services classified as 
noncompetitive services, then the question may be, which is easier to monitor quality or costs? 

In general, it is probably easier for the regulator to monitor service quality than costs. This is 
because quality is more readily observable than cost. The major limitations of cost of service 
regulation were related to the difficultly of measuring and monitoring costs. If it is true for the 
Postal Service that quality is easier to monitor, then price cap regulation probably does offer a 
superior alternative to cost of service regulation. Of course, measuring quality will require a 
different operating procedure by the regulator, but there already are mechanisms to measure 
service quality of the Postal Service. These may need to be altered or increased, however, if 
price caps are applied. 

Price cap regulation is based on a profit motive 

As a financially independent government agency with rates set by the Postal Rate 
Commission, the Postal Service is similar to a regulated utility. However, there is at least one 
significant difference, a private regulated utility has stockholders to whom it must pay dividends 
to and be accountable for growth and profit. The Postal Service’s management must also be 


’ Price caps could also be used as a transition tool to deregulation when it is uncertain 
whether the market is sufficiently competitive. By observing that the actual price charged 
customers is significantly and consistently below the cap, it could be inferred that the market is 
competitive. 
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accountable, of course, but its motives are clearly different. A private, regulated and for profit 
firm is motivated by the need to lower costs under a price cap plan, since it has the potential to 
earn a return on its investments, and the harder it works the more potential gain to the company. 
On the other side of rewarding with profits is penalizing when, for example, there is deteriorated 
service quality, as discussed above. For the same reason, penalties would also have a diminished 
impact when applied to the Postal Service. At the extreme, all competitive firms face what is 
sometimes called “risk of enterprise," that is, the possibility of being driven out of business. 
Regulated firms usually do not face complete receivership, but bankruptcy is not unknown, and 
the consequences for the management can be severe. However, subsection 3723(f) of H.R. 22 
allows a change to the adjustment factor when needed "to restore the Postal Service to fiscal 
soundness.” I am not suggesting that this be taken out of the bill (I understand that it is there for 
a different reason), only that consideration be given to the rather limited impact that incentives 
and penalties will likely have on the Postal Service. 

A possible solution to this problem may be to reward employees based on the Postal 
Service’s performance. Subsection 3783(e) of H.R. 22 has a provision for bonuses to be paid to 
officers and employees of the Postal Service, under certain conditions, from any profit earned. 
However, a more extensive system such as profit sharing (perhaps a base salary plus, when 
earned, a bonus) with all employees and noncash rewards such as tuition credits may strengthen 
the incentives. Such a program should be widespread and significant enough to be appreciated. 
Of course, penalties for decreased quality of service should be felt by management in some way 
as well (perhaps reducing bonus compensation down to the base salary). 

In conclusion, price cap regulation has been a success in that it has resulted in lower 
prices and costs and higher productivity. The problem of deteriorating service quality can be 
mitigated by monitoring the firm and, if there is a deterioration, penalizing it. There appears to 
be an opportunity for the use of price caps in regulating the Postal Service. However, more 
extensive modifications may have to be made to the current reward structure to induce the 
desired behavior, namely, careful control of costs. In addition, it is probably advisable to have 
increased monitoring of service quality and penalties that are appropriate and fair, but that also 
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have the effect of maintaining the Postal Service’s high quality standards to which the citizemy 
is accustomed. 
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ATTACHMENT 

State Telecommunication Company Price Cap Plans 
April 9, 1997 


State 

Year 

plan 

in 

effect 

Inflat- 

ion 

Index 

Adjust- 
ment (%) 

Revenue 

profit 

sharing 

Service 

Quality 

Penalty 

Length 
of freeze 
on basic 

svcs 

Length 
of plan 

Infra- 

structure 

Invest- 

ment 

AL 

1995 

GDPPI 

3.0 

No 

Yes - up to 

m 

addition to 
adjustment 
factor 


No 

limit 

No 

AK 

None 





■jfll 



AZ 

None 








AR 

1997 

QDPPI 

15% of 
current 

rates or 

.75% 

GDPPI 


No 

3 

No 

limit 

No 

CA 

1994 

GDPPI 


Yes 

No 

4 

3 

No. 





Yes 

Yes 

5 

5 

No 

9 

1996 

GDPPI 

5.0 

No 

Yes 

2 

No 

limit 

No Info 

DE 

1994 

GNPPl 

3.0 

No 

No 

2 

4 

250M by 
1998 

DC 

1996 

GDPPI 

3.0 

No 

No 

■ 

No 

limit 

4M to ed 
infrastruc 
ture 

9 

1995 

GDPPI 

1.0 

Yes, to 
1998 

No 

6 

No 

limit 

No 

'g 

1995 

GDPPI 

3.0 

No 

No 


No 

limit 

2 billion 
by 2000 

HI 

None 








ID 

None 
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State 

Year 

plan 

in 

effect 

Inflat- 

ion 

Index 

Adjust- 
ment (%) 

Revenue 

profit 

sharing 

Service 

Quality 

Penalty 

Length 
of freeze 
on basic 

svcs 

Length 
of plan 

Infra- 

structure 

Invest- 

ment 

IL 

1995 

GDPPI 

4.3 

No 

Yes, up to 
2.0 

4 

4 

3 billion 
by 2000 

IN 

1994 

Caps 

None 

None 


No 

4 

■ 

150Mby 

1999 


1995 

GDPPI 

2.6 


No 


No 

limit 

Com- 

pany 

specific 

KS 

1990 

Freez 

e 

None 

None 

No 

No 

7 

7 (re- 
newed 
after 5) 

160M 
first 5, up 
to 64M 
yr next 2 

1 

1995 

GDPPI 


No 

No 

Frozen 

pending 

universi 

SVC 

reform 

No 

limit 

No 

g 

1996 

GDPPI 


No 



No 

limit 

No 

ME 

1995 

GDPPI 

4.5 

No 

Yes 

No 

5 

No 

MD 

1996 

GDPPI 

3 yr avg 
CPI 

No 

No 

■ 

No 

limit 

No 

MA 

1995 

GDPPI 

4.1 

No 

Yes 

6 

6 

No 

MI 

1995 

CPI 

2 

mg 

No 

No 

No 

limit 

No 

MN 



None 


Yes 

3 

Com- 

pany 

specific 

Com- 

pany 

specific 

MS 

1996 

Freez 

e 


None 

No 

Yes 

3 

■ 

Yes but 

company 

specific 
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State 

Year 

plan 

in 

effect 

Inflat- 

ion 

Index 

Adjust- 
ment (%) 

Revenue 

profit 

sharing 

Service 

Quality 

Penalty 

Length 
of freeze 
on basic 

svcs 

Length 
of plan 

Infra- 

structure 

Invest- 

ment 

MO 

1994 

Freez 

e 

None 

None 

No 

No 

■ 

■ 

275M for 

4 yrs 

MT 

None 








NE 

1987 

None 

Deregu 

lation 

None 

No 



No 

limit 


NV 

1995 

Caps 

None 

None 

No 

Yes 

5 

5 

Com- 

pany 

specific 

NH 

None 








NJ 

1993 

GNPPI 


Yes 

Yes 

6 


lBiilion+ 
by 1999 










NY 

1995 

GDPPI 



Yes 

4 

4 

ISOMYr 

B 

1996 



No 

No 




ND 

1993 

41.67% of GNPPI 
or annual % change 
in GNPPI-2.75% 

No 

No 

None 

B 



1996 



No 

Yes 

■ 


18M 

over 4 yr 

OK 

None 








OR 

None 








PA 

1994 



No 

No 

5 

5 

Univer- 

sal 

broad- 
band by 
2015 
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State 

Year 

plan 

in 

effect 

Inflat- 

ion 

Index 

Adjust- 
ment (%) 

Revenue 

profit 

sharing 

Service 

Quality 

Penalty 

Length 
of freeze 
on basic 

svcs 

Length 
of plan 

Infra- 

structure 

Invest- 

ment 

RI 

1996 

CPI 

Lesser of 
CPI or 

5% 

No 

Yes 



No 

SC 

1996 

GDPPI 

2 

No 

No 

m 

No 

limit 

No 

SD 

1996 

Caps 

None 

None 

No 

Yes 

3 

No 

limit 

No 

TN 

1995 


Lesser of 
.5 

GDPPI 

or 

GDPPI- 

2% 


No 

4 

No 

limit 


TX 

1995 

CPI 

Set by 
PUC 

No 

No 

4 

No 

limit 

Yes- 
digital 
upgrades 
by 2000 

UT 









VT 









VA 

1995 

GDPPI 

.5 of 
GDPPI 

No 

No 

6 

No 

limit 

No 

WA 









WV 



None 

No 

No 

■ 

■ 


WI 

1994 

GDPPI 

3 

No 


■ 

■ 


WY 

1996 

Caps 

None 

None 

No 


No 

No 

limit 

No 


Sources; State Telephone Regulation Report, March 20, 1 997, pp. 1 -9, Vol. 1 5, No.6 and April 3, 
1997, pp.1-8, Vol. 15, No. 7 and conversations with selected commission staff, April 1-4, 1997. 


- 14 - 




































































69 


Mr. McHugh. Next we have Dr. Joel Popkin. Sir, welcome. 

STATEMENT OF JOEL POPKIN, PRESIDENT, JOEL POPKIN AND 

CO. 

Mr. Popkin. Thank you, Mr. Chairman, and I appreciate the in- 
vitation to appear before you and the members of the committee 
today. 

My testimony has essentially two parts. The first part is presen- 
tation of the background against which this legislation is being con- 
sidered, the economics of the Postal Service at present, so to speak. 
And the second part has to do with specific details of H.R. 22. I 
would say, on average, looking at the data available from the Gov- 
ernment and other sources, the performance of the Postal Service 
since its reorganization in 1971 has been a little bit better than 
that of the average U.S. private business. And that’s even more re- 
markable, I think, when account is taken of the fact that the Postal 
Service has the obligation to provide universal service at uniform 
rates. So I think the Postal Service, as these charts will dem- 
onstrate, has been functioning quite well. 

The first chart shows the price performance of the Postal Service. 
You can see the price of all postal services, the BLS number, shows 
it at all times below the Consumer Price Index. The thing that al- 
ways strikes me about that is I am not sure that should be the 
standard. The Postal Service is a service industry, and I think the 
standard ought to be the CPI for consumer services, and as you can 
see, that’s gone up quite a bit faster than the price of postage. 

The next chart takes a look at the wage performance of the Post- 
al Service. The top line is the employment cost index for private 
nonfarm workers. The lower line is the rate of pay for a level 5, 
step 0 postal worker. Your typical postal worker is in level 5, step 
0, and you can see that postal wages, looks like since about 1981, 
have lagged behind private sector wages in general. 

Can we have the next chart, please? 

Now, here is another measure of wage performance. This takes 
a look at the pay structure of the Postal Service; it takes account 
of step promotions and changes in the number of steps in each 
grade and takes a look at the average amount of straight time 
hourly pay the Postal Service pays its employees. And you can see 
that that lags even further behind the employment cost index for 
private sector workers. On average, the pay of postal — the real pay, 
inflation-adjusted pay of postal workers has declined at an average 
annual rate of five-tenths of 1 percent over the period of time we 
are looking at. 

The next thing is the productivity of the postal workers. Here we 
have private nonfarm unit labor costs. That’s wages minus produc- 
tivity. And for the private sector, you have the blue line, for the 
APWU bargaining unit using BLS measure of output, a pink line. 
You can see that those unit labor costs have gone up less than the 
private economy, and in fact, if you just use pieces of mail, a cruder 
measure, not as sophisticated as the BLS measure, you can see 
that the average unit labor costs have fallen even further behind 
those of the private nonfarm sector. 

Now, if all these things are true, some good things must be hap- 
pening to the Postal Service, and in fact I think the next charts 
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show that. This is the — these are the major industries that com- 
prise the U.S. communication and transportation sectors. I have 
the revenue growth rate, their volume growth rate, and their price 
rate over the last 10 years. And you can see that the Postal Serv- 
ice’s revenue has grown at an average annual rate of 6.5 percent. 

Now, all of these sectors’ growth rates have grown at an average 
annual rate of 5.5 percent, so in fact the Postal Service has grown 
faster in terms of market share than the average, which means and 
the next chart will demonstrate — you can see the Postal Service, 
which is the sort of purple one — just helow the white one, I think 
that the — I can’t read those increases, but there certainly is an in- 
crease of at least a percentage point in market share among com- 
munication and transportation sectors of the economy. 

Now, a lot of the success of the Postal Service comes from the 
fact that its business is — an important part of its business is adver- 
tising driven, and the next table shows advertising driven reve- 
nues. As you can see cable TV is the leader, 17.1 percent average 
annual rate of increase, and I guess that will jump up even more 
given the most recent increases that cable TV have announced that 
they are going to charge the consumer. 

The Postal Service revenues in the advertising field have really 
grown second, more than magazines, more than TV, more than 
radio, well above the 5.1 percent average annual rate of all adver- 
tising driven communications business. This is not a bad perform- 
ance, and if you go to the next chart, you will see how that looks 
on a pie chart. 

As I recall, that’s a 3 percentage point increase in market share 
in the advertising business. So I want to — I feel comfortable draw- 
ing the conclusion that the Postal Service is really doing quite well, 
and with that I want to turn to some of the aspects of H.R. 22 that 
I think are appropriate for discussion today. 

The first thing, and since that table is on the easel, let me call 
to your attention the difference in the labor intensity of the dif- 
ferent industries that have, some of which have been mentioned 
and will be mentioned in subsequent testimony by other panelists. 

We have the telephone industry, for example, an industry where 
price caps are being used more extensively. The labor costs in the 
telephone industry are 24 percent of total costs. That means other 
costs make up 76 percent. Radio broadcasting, 42 percent labor 
costs. The health services, 51 percent of revenues in health services 
go to labor. In the Postal Service, 80 percent of total revenue goes 
to labor. 

And the conclusion I draw from this is that price caps in an in- 
dustry that’s as labor intensive as the Postal Service is tantamount 
to wage caps. There’s no other way, there’s no more flex in the sys- 
tem. It’s either jobs or wages. There’s no give. In telephone, there’s 
give. There are changes in capital investment strategies and that 
sort of thing. In the Postal Service, there’s no give. 

The other point I want to make has to do with some of the trade- 
offs that the bill proposes would be made in order to let the Postal 
Service have more flexibility in what’s called the competitive part 
of H.R. 22. The point I want to make here is that I am not so sure 
that the pro competitive parts of this bill are necessarily worth 
some of the things that the Postal Service and the consumer have 
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to give up to achieve them. And in particular, as a homeowner, I 
can tell you that I really don’t want to invite more traffic up to the 
mailbox that’s in the carport in my home. I don’t want ununi- 
formed people accessing my property. 

Now, different people may feel differently about that, but it’s 
hard enough to keep track of all the people that come onto your 
property, and I for one am concerned about the proliferation of peo- 
ple who have access to the front doors and mailboxes of homes. 

So I think there are two aspects here of the provisions of H.R. 
22 that I want to, that I have tried to draw attention to. I think 
that I have demonstrated today using official Government and ad- 
vertising trade data that the USPS is a quite healthy business, de- 
spite having to cope with more than its share of market impacts 
from technological impacts. 

Postal market shares are growing, particularly in advertising; 
postal wages have risen less than other private sector wages; 
APWU labor productivity has risen faster than the total private 
economy for; and postal rates have risen about as fast as the CPI 
and less than the CPI for services. There is really no need to alter 
the regulatory environment of the USPS. In fact, the proposed al- 
terations may do both business mailers and consumers more harm 
than good. 

Thank you, Mr. Chairman. 

Mr. McHugh. Thank you. Dr. Popkin. 

[The prepared statement of Mr. Popkin follows:] 
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Prepared Statement 
DR. JOELPOPKBV 

Joel Popldn and Company, Wasbington, DC 
Before the 

Subcommittee on the P<Ktai Service 
United States House of Representatives 
April 16, 1997 

I sppreciate tbe invitation to testify tbis morning on HR22, a bill to reform the postal laws 
of the United States. But it is not at all clear these laws need reform. On average, the 
performance of the Postal Service, since its reorganization in 1971 , has been a little better than the 
U.S. private nonfarm economy as a whole. TTiat is even more impressive considering the 
legislative mandate of the USPS— to provide universal service at uniform rates. 

The first evidence of its rather remarkable performance is that stamp prices have gone up 
almcBt in line with inflation as measured by the Consumer Price Index (CP!). Chart 1 demonstrates 
that since reorganization, the BLS price index for postal services has risen at an annual rate of 5.3 
percent. During the same period, the CPI rose at an annual rate of 5.1 percent. But the 
benchmark for postal services ought not to be the total CPI but rather the CPI for services because 
tbe USPS is a service industry-like transportation and communications. The CPI for services, also 
shown in Chart 1, rose at an annual rate of 6.4 percent during the same period. 

The price performance of the USPS can be viewed in another way. The price of a first class 
stan^ 2 B of February 1997, adjusted for inflation, was the same eight cents it was just after postal 
reform went into effect in 1971. According to the March issues of the journal. Mail, taxpayers had 
been subsidizing another two cents worth of postal costs out of general tax revenues. So the price 
in 1971 was really 10 cents. Additionally, the Congress, through Omnibus Budget Reconciliation 
Acts over the past ten years, has shifted another one cent of costs for postal retirees from 
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taxpayers. Thus, the correct conclusion in terms of resource utilization is that in real terms the 
price of a first class stamp has fallen from ten cents in 1971 to less than eight cents in 1997.* 

Business mailers have fared even better. From 1978 to last July when rate reclassification 
went into effect, the postal service, with the PRC’s blessing if not insistence, gave business mailers 
about two cents more discount per piece of mail than they were entitled to on “cost-avoidance” 
grounds. Thus, the real price of first class mail sent by the business sector fell even more than 
mail sent by households because the USPS and PRC subsidized the contracting out of work 
formerly done by postal workers. 

And speaking about postal workers, what about their wages and compensation? The record 
is found in Charts 2 and 3, which begin in September 1975 when the employment cost index was 
first calculated. Private nonfarra sector wages and salaries rose at an average annual rate of 5.0 
percent. As can be seen in Chart 2, the wages of a level 5, step 0, APWU employee rose at a 
somewhat slower annual rate of 4.7 percent. APWU workers’ average straight-time hourly wages, 
a measure that takes into account all developments in the postal pay scale, rose at a rate of 4.5 
percent (Chart 3). Postal wages have lagged the private economy. Adjusted for inflation by the 
CPI, real wages at level 5, step 0, have declined at an annual rate of 0.5 percent. So wages do not 
seem to be a problem for the U.S. rate payer. 

Is productivity performance the problem? Chart 4 shows the behavior of unit labor costs 
since 1977, the year the USPS changed its national payroll-summary data definitions to those in 
use today. The chart shows that while unit labor costs for the APWU bargaining unit rose 3.8 
percent per year on average during 1977-96, unit labor costs for the private nonfarm economy rose 
4.4 percent, 0.6 percent faster. If APWU productivity is measured by pieces of mail, the APWU 


‘Other cost shifting proposals in this bill (Title V, Section 501) and others in Congress 
would probably push this real rate to seven cents, or prematurely prompt a rate increase. 
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unit labor costs rise even slower, 2.5 percent per yeas'. Again USPS workers’ performance exceeds 
that of the U.S. private economy at large. 

These results suggest that the USPS should have done very well in the quest, critical to 
every business, for increased market shares. The data in Chart 5 show it did. During the last 
decade, USPS revenues have grown 6.5 percent per year. When that is compared with its major 
communications and transportation industry competitors, it is almost as fast as revenue growth in 
trucking and airlines; only the cable TV industry grew much faster than all three. The average 
revenue growth for all major transportation and communications competitors was 5.5 percent. The 
fester, 6.5 percent USPS growth translates to a gain, not a loss, in USPS market share based on 
latest available data. Clearly, the wage and productivity performance of the postal service has 
benefited the USPS’ bottom line— the mailing public. The USPS market share in these industries 
grew from 6.9 percent in 1986 to 7.6 percent in 1996 (Chart 6). 

Chart 5 shows volume growth as well. USPS ranks fifth among the ten industries. Its 
volume growth rate— 2. 1 percent per year— has not lagged that fer below telephone service growth 
of 3.6 percent. That is surprising in view of the fact that telephone growth reflects that of 
electronic communications, including additional phone lines. 

The postal service is an important co mmuni cations network for advertisers. That its 
importance is growing can be seen from Chart 7. Postal service growth in advertising-driven 
revenue is second only to cable TV. Revenue growth for each is well above the 5. 1 percent annual 
average for advertising communications services. As can be seen in Chart 8, the USPS share of 
the communication media that advertisers use has grown. And the USPS volume growth makes 
clear the growing preference of advertisers for “targetable” direct mail over TV, magazines, 
radios, and newspapers. That preference also reflects advertisers’ reaction to the relatively slow 
rise in postal wages and unit labor costs. 


3 
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Despite these facts, which demonstrate the USPS has operated within the bounds of its 
means, special interests have been keeping up the pressure on policy makers to restructure the 
postai service. Their strategy is to attack on two fronts. The first is to argue that the postal service 
will become obsolete because of the growth of electronic communications. The second is that 
postal employees’ wages are too high. These arguments are made despite the favorable market 
share and volume growth comparison in Charts 5 through 8 between the USPS and the telephone 
industry, which are indicators of the need for hard copy communications despite growth in 
eiectronic usages. And the same special interest pleading clearly must ignore the data in Charts 
2 and 3 that show postal wage increases have lagged those for the average, private worker. 

HR22 appears to accept these special interest arguments by proposing two main tools: (1) 
open part of the postal service to competition in exchange for freedom from price setting by the 
PRC, and (2) subject the remainder of postal revenue to price caps. 

On the fim issue, electronic communication, we must face up to the fact that no one can 
hold back technological change. There is clearly no wage rate at which letters, even expedited 
ones, can compete with e-mail. Many other industries, not just the USPS, face this competition. 
Fax transmission is being diverted to e-mail, affecting the telephone industry. The Internet 
competes with TV and the publishing industry. Yet, despite this competitive threat, postal volume 
growth has held up well vis-a-vis its historic relationship with real GDP, when account is taken of 
the slowdown in household formation, a major frictor in generating new addresses. 

HR22 seems to seek to deal with competition from new technology by giving the USPS 
more freedom to compete by setting its own prices on a subset of mail. But it should be recognized 
that such competition is only for the existing hard copy market and will not stem the shift to 
electronic communication. 

The dubious benefit of the procompetitive part of this bill is paid for in different ways, such 
as the mailbox demonstration project. As a homeowner, I do not want to invite more traffic up 
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to the door where my mail box is located. Ununiformed individuals should not be allowed access 
to privately-owned residences for any, but the most vital reasons and certainly not to deliver 
advertising. But the more important problem with such initiatives is that they will undermine the 
concept and provision of universal service. The nation values universal service at uniform rates. 
TTiat is why these principles are reflected in recommendations regarding the Internet and may be 
endorsed by the FCC. 

The most onerous, yet unnecessary, provision of HR22 is its price cap provision. The bill 
is one that calls for the use of the Gross Domestic Product Price Index (GDPPI) to set the limit by 
which the bulk of postal rates can rise. One reason noted for putting price caps in the bill is its use 
in public utility and telecommunications regulation. But those industries are characterized as capital 
intensive industries in contrast with the USPS, which along with the medical care industry, are our 
most labor-intensive large industries. The labor intensity of various industries, some regulated, some 
not, are shown in Table 1 . 

A price cap in a labor intensive industry is effectively a wage cap. Enactment of such a cap 
would impinge on the collective bargaining process, and ultimately make employees pay for 
mismanagement. And it would be used as a device to deny postal workers increases in living 
standards enjoyed by workers in the private economy. In this manner, HR22 would return USPS 
labor relations to the state which existed prior to reorganization, a situation which no one should be 
interested in resurrecting. 

In an earlier discussion, it was shown that postage rates have declined in real terms. The 
price cap criterion has been met historically. It would appear to be unnecessary regulation. 
However, the price cap has a gimmick— it is called an adjustment factor. And in the example 
demonstrating its use, it is illustrated by a subtraction from the inflation index (GDPPI). In other 
approaches this Committee has received, including one from the Postal Service (letter of October 1 , 
1996 from PMG Runyon to Chairman McHugh), the adjustment factor has been termed a “stretch” 
fector. The word stretch is euphemistic for wage constraint. The “stretch” factor underscores what 
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seems like the fundamental objective of HR22— to keep postal rate increases well under overall 
inflation. Such an (*jective can only nralistkally be met by forcing real wage losses on the working 
peqsle of the postal system. This is clearly an un&ir intrusion on the market, but one that would 
undo the efficieiBies the USre and its employees have achieved since pCKtal reorganization in serving 
lie Amerfcan people. 

I think I have demonstrated today, using official government and advertising trade data, that 
the USPS is a quite healthy busiiKss despite having to cope with more than its share of market 
impacts from tedmolc^ic^ advances. Postal market shares are growing, particularly, in advertisii^. 
Postal wages have risen less than other private sector wages, APWU productivity has risen faster 
than economy-wide labor productivity, and postage rates have risen about as fast as the CPI and less 
than the CPI for services. There is really no need to alter the regulatory environment of the USPS. 
In feet, the prc^xjsed alteratioiB may do bofli business mailers and consumers more harm than good. 
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DISCLOSURE STATEMENT 

The only contract with an agency of the Federal Government received by Joel Popkin and 
Company during the Fiscal Year ended September 30, 1996, was one awarded by the Committee for 
Purchase from Peqtle Who Are Blind Or Severely Disabled in the amount of $21 ,044. In addition 
Joel Popkin and Company did work on five contracts awarded by various government agencies prior 
to that fiscal year, but we do not understand that House Rule XI requires details as to such previously 
awarded contracts. 

During the Fiscal Year ended September 30, 1996, Joel Popkin and Company served as a 
consultant to the American Postal Workers Union (APWU), primarily in labor interest arbitration 
proceedings in which APWU was involved. It is our understanding that APWU does not have 
contracts with any government agency. 



79 



■e 

TO 

x: 

O 


E 

o 





80 








81 















82 










83 


CD h- 

c6 csi 


40 CO 

(d id 


^ o 

^ cd 


g* 8 

g S 

.2 in 


tl> 

0> 

o 

0> 

CO 

^ m 


9> 

c 

’n 

CD 

X3 

<0 

O 

73 

CD 

q: 

c 

o 

x: 

Q. 

V 

Q, 

CO 

73 2 

Si 

el 

:= o> 

w 

O 

c3 

O) 

O 

o> 


0) 

CO 


CO 

to 

c 

73 


i!i^ 

t 

a:? 

o 




84 




85 


c» 

c 

52 

0) 

> 

>* 

c 

<0 © 


I 

OB 

a> 

O) 


8 . 


tn 

0) 

3 
C 
<D 
> 

(D 

q: 

O 

ts 

0 3 

w i 

c ® 

n <» 
O at 

■— g 

(S « 

-Sa i 

c 

E 

E 

o 

■e 

CO 

x: 

O 



c» o "a- ^ oj 

iii ui <o o) 


3 


CO T- o> 
o oi o 


CO N- 
O Cf 


<0 

<D 

3 

c 

(D 

> 

0) 

a: 



r*- CO t- 
CO id 


Imm 

> 


CO 

o 

o 

(0 

s 

f- 

o 

0) 

Ji 


a> 

o 

0) 

CO 

A 

CO 

£ 

0) 

CO 

w 

N 

CO 

O) 

(0 

o 

o 

(0 

q: 

Q. 

CO 

Q. 


O 

Is 

(A 

o 

€0 

c 

3 


I 

z 


o 


e 

O 

t3 

0) 


CO 

< 



86 




87 


m 

(D 


0 ) 

> 

0) 

OH 

■» 


o 

£ <0 

to i 

JZ si 

OT I 
tn > 
c 

g d: 

<0 

</3 h 

C 0 ) 

o =s 

Q.T5 

E £ 

o 

O 


CM 


CM 


CM 


to 

M- 




CD 

M- 


lO 


o 

00 


c 

§ 

0) 

CL 

u> 

c 

o 

CD 

U) 

c 

(D 

Q. 

E 

o 


0 ) 

jQ 

.<0 


(D 

3 

•o 

c 


g 

52 

*> 

O 

0 

H 

O 

(D 

o 


CO 

O 

X 

O) 

.£ 

e/> 

s 

■o 

CO 

2 

m 

c 

g 

!s 2 

S 

0) 


0) 

c 

o 

£ 

Q. 

0 

0) 


O) 

+-* 

CD 

CO 

o 

■o 

CO 

2 

GQ 

g 

’*a 

CO 

QC 


CD 

o> 

O) CD 

in 

a> 

c 

C 09 

CD 

o 

*CD 

g 

o 

E 

0) 

CO 

Q> 

§ £ 
o o> 

E 

<0 

CO 

P 

PO) 

CO 

To 

0. 

U 

< 

£ 

o> 

a> 

-j 

CO 


To 

CO 

CD 

B 

0 

X 


a> 

u 

CO 

CD 

O 

CL 


■o 

C 

CO 

w 

-S 

3 

Q. 

E 

o 

u 


JZ 

p 


O) 

c 

•c 

0 ^ 

o 

c 

OJ 

c 

UJ 



88 


Mr. McHugh. Next, Mr. Gregory Sidak, who as I mentioned is 
resident scholar at the American Enterprise Institute. Sir, thank 
you for being here. We look forward to your comments. 

STATEMENT OF GREGORY SIDAK, RESIDENT SCHOLAR, AMER- 
ICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RE- 
SEARCH 

Mr. Sidak. Thank you, Mr. Chairman. 

I would like to say a few words about price caps and relate those 
remarks to the scope of the Postal Service’s statutory monopoly and 
also the application of the antitrust laws to the Postal Service. 

I have three main points to make with respect to price caps. 
First is one that came up earlier this morning, and that is that the 
Postal Service is a not-for-profit enterprise. So we have to be very 
careful about making inferences about how price caps would work 
in that nonprofit context, because all of our experience with price 
caps really relates to for-profit, private companies that have a 
shareholder constituency. The Postal Service is not currently a 
profit maximizer. That’s partly by statute because of the regulatory 
constraint that is currently in the law; the Postal Service, as a con- 
sequence, is not subject to the same forces that a private share- 
holder-owned company is for its management to try to minimize 
costs and maximize profit. 

Section 3783(e) of the bill would attempt to create the oppor- 
tunity for bonuses to be paid to Postal Service employees and offi- 
cers to try to replicate some of the incentives that exist inside a 
private firm. But I don’t think those provisions will go far enough 
to replicating what private enterprise is able to do in terms of cre- 
ating incentives for profit-maximizing, cost-minimizing behavior. 
The provisions also invite the question that if Congress believes 
that replicating the incentives that exist within private enterprise 
would be a good thing for the Postal Service, why not go the whole 
way and privatize the enterprise? I don’t believe that’s on the table 
right now, so that leaves us to ask how well will the current pro- 
posal work in terms of increasing the efficiency of the Postal Serv- 
ice. 

The second point about the price caps, is that it’s important not 
to lose the forest for the trees here. We should not dive into a tech- 
nical debate on how best to measure productivity or how best ad- 
just for exogenous changes in cost, and lose sight of the fact that 
price caps may not work very well for the reasons I just described 
because we are trying to apply them to a nonprofit-maximizing en- 
terprise. 

A related point concerns the capital-labor ratios of the Postal 
Service. If 80 percent of its total current costs are labor, that does 
not necessarily tell us that that is the cost-minimizing capital-labor 
ratio. We would want to compare that ratio to private firms that 
are providing comparable kinds of services. 

A final point relating to price caps is benchmarking. Currently, 
one of the advantages of price-cap regulation on a State-by-State 
basis is that one State can look to what’s going on in another State. 
If a local exchange carrier in Ohio has substantially higher costs 
than in Pennsylvania, the regulatory commissions in those two 
States can compare notes. The National Association of Regulatory 
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Commissions [NARVC] is capable of exchanging that information 
on behalf of its commissions. 

Now, if price caps are, in effect, an alternative to competition a 
way to come up with better regulation and if they are not likely 
to work as well in the not-for-profit sector as in the for-profit sec- 
tor, why don’t we consider the real thing? Why don’t we consider 
instilling more competition in the marketplace here? 

So that leads to the question of the statutory monopoly that the 
Postal Service currently enjoys. 

There are two kinds of monopolies. One is the Private Express 
Statutes, and the other is the monopoly over the customer’s mail- 
box. Let me say a few words about the Private Express Statutes 
and why I think that more could be done in H.R. 22 to address the 
monopoly. 

The monopoly covers the term “letter.” It also covers “packets,” 
which is now an archaic term. The Postal Service in turn has 
power to define the scope of that key term of art, “letter.” So in 
that sense, the Postal Service has the ability to define the scope of 
its own monopoly. This is unlike any kind of regulation of monop- 
oly that we see in other industries where public utility commissions 
regulate privately owned firms that are providing utility services. 

In addition, the Private Express Statutes appear in the U.S. 
Criminal Code. They are criminal prohibitions. The doctrine of 
vagueness in constitutional law says that, as a matter of due proc- 
ess, a statute is void and unenforceable if persons “of common in- 
telligence must necessarily guess at its meaning and differ as to its 
application.” If we are coming up with extremely complicated defi- 
nitions of what a letter is, definitions that may be counterintuitive 
to many people of common intelligence, that strongly counsels Con- 
gress to provide definition try to come up with and to give the au- 
thority for flushing out that definition to some neutral body other 
than the Postal Service, the recipient of the monopoly privilege. 

Let me say a word now about the mailbox monopoly. This provi- 
sion also is in the criminal code, 18 U.S.C., Section 1725. 

I think there are three significant economic consequences of the 
mailbox monopoly. Eirst, it enables the Postal Service to raise the 
cost of its rivals of making a delivery to its customers. In antitrust 
law there’s a theory called “raising rivals cost,” and this is an ex- 
ample of that. 

Second, it deters integration by businesses such as banks or utili- 
ties, which would have large numbers of mailings going to virtually 
every postal customer on a given route. It’s telling that the mailbox 
monopoly was not enacted at the same time that the Private Ex- 
press Statutes were enacted in the 1840’s. It was enacted in 1934, 
specifically to counteract vertical integration by these kinds of busi- 
nesses into the delivery of monthly bills. 

The third point about the mailbox monopoly is that it imposes a 
cost on the customer as well, in terms of substituting alternative 
delivery services for the Postal Service because the customer would 
have to build a new receptacle to house the deliveries of a private 
delivery service. 

I think that the demonstration projects that are proposed in sec- 
tion 704 of H.R. 22 are a good idea, but I think Congress can go 
much farther. I think where we should go is down the road of open 
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access, much as has taken place in natural gas transmission, wheel 
of power, and open access in local telephony. The mailbox can he 
thought of as the customer premise equipment of the postal net- 
work. In the early 1980’s, the FCC deregulated customer premise 
equipment. The result was a proliferation of new kinds of tele- 
phones and answering machines and the like, lower prices, and 
higher product variety. 

The security question that came up a minute ago is a valid con- 
sideration. One way to deal with that is to require that any private 
carrier that would have access to a customer’s mailbox be licensed 
and bonded. We could require be uniformed to facilitate their iden- 
tification by the customer. 

Let me say a word about the antitrust laws. H.R. 22 would ex- 
tend the antitrust laws explicitly to the Postal Service in section 
3744, with respect to the competitive categories of mail and the ex- 
perimental products that are described in the bill. It’s important to 
work through the statutory analysis, though, because that may not 
result in extending the antitrust laws quite as far as it might seem 
at first examination. 

A second point is, why not extend antitrust scrutiny to all serv- 
ices of the Postal Service, including letter mail? In this respect it’s 
useful to compare the closest communications industry, the teleph- 
ony industry. The Bell System was opened up to competition not 
through regulatory action but through an antitrust case in which 
the former AT&T monopoly vigorously attempted to defend itself on 
the grounds that it was regulated by State and Federal commis- 
sions and should be exempt from the antitrust laws. Judge Harold 
Greene rejected that argument, and I think rightly so. The anti- 
trust laws were applied even to a statutory monopoly. Were that 
not the case, we probably would not have had the divestiture of the 
Bell System in the way that occurred. 

Let me just conclude by saying that my preferred approach is 
what I call “commercialization” of the Postal Service. It’s something 
that I describe at length in the book that Professor Spulber and I 
have written. Basically, it would entail repealing the Private Ex- 
press Statutes, the mailbox monopoly, and other statutory privi- 
leges, but it would also relieve the Postal Service of what we call 
“incumbent burdens,” including its unique responsibilities for pro- 
viding universal service. That’s not to say universal service would 
end. But it would be funded through a different mechanism than 
embedding it in the structure of the mail. All services of the Postal 
Service would then be subject to antitrust oversight. 

Now, if we couldn’t do the commercialization option, I think that 
what we are left with is really stricter public oversight of the Post- 
al Service, which would mean a more vigorous, invasive role for the 
Postal Rate Commission. We would have to consider seriously the 
option that the mandate review in Canada has proposed, which 
would be to require the Postal Service to exit markets that are de- 
monstrably competitive. We would have to explicitly subject the 
Postal Service to the antitrust laws. Thank you. 

Mr. McHugh. Thank you. Well, it’s good to know we all agree. 

[The prepared statement of Mr. Sidak follows:] 
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Thank Mr. Chairman, for inviting me to share with the Subcommittee my yievw on H.R. 
22, tlie pDslai Refonn Act trf 1997. I am appearing today in my individual capacity and not on behalf of 
the American Enterprise Institute, which does not take institutional positions on individual pieces of 
legislation, or on behalf of the Yale School of Management or any interested company. In the interest 
of fUll disclosure, I wish to note that in the past I have consulted to United Parcel Service and in 1995 
submitted a report to this Subcommittee on the compai^’s behalf concerning the Postal Service’s proposal 
to employ inverse-elasticity pricing. In addition, last year 1 submitted a report on behalf of the Canadian 
Competition Bureau in the Mandate Review of Canada Post Corporation. 

The Subcommittee has requested my views on three topics; price caps, the scope of the Postal 
Service’s statutorj' monopoly, and the application of the antitrust laws to the Postal Service. My views 
on each subject are discussed at length in two publications of mine, which 1 have submitted for the record 
for the Subcommittee’s convenience. The first and most exhaustive is my book with Professor Daniel F. 
Spulber, entitled Protecting Competition from the Postal Monopoly (AEI Press 1996). In that book the 
SubcommiUee will fiiui complete references to the statutory and regulatory provisions discussed in this 
testimony. The second publication, which applies the same analysis to the Canadian marketplace, is a 
recently published article with Professor Spulber, “Monopoly and the Mandate of Canada Post,” 14 
Journal on Regulation 1 (1997). I also submit a book of edited papers. Governing the Postal Service (AEI 
Press 1994), in wdiich a variety of scholars in law and economics address the relationship between the 
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Price Caps 

There are several serious, perhaps insoluble, problems with the attempt in H R. 22 to impose 
price caps on the Postal Service. First, and most important, the bill presumes that prices caps will work 
when they are applied to a not-for-profit enterprise having no effective shareholder constituency. The 
statutory requirement of revenue adequacy in the f\)stal Reorganization Act currently does not envision 
operating the Postal Service on a for-profii basis. Moreover, the managers of the Postal Service do not 
currently appear to be profit maximizers; indeed, it is unclear what they are attempting to.maxi- 
mize—voiume of pieces of mail, revenues, assets, number of employees, or something else. 
Consequently, it is doubtful that price caps could work for the Postal Service. The driving force that 
produces consumer benefits when price caps are applied to a privately owned firm—the firm’s incentive 
to minimize costs and thereby increase profits— wDuld be absent if price caps were applied to the Postal 
Service, One therefore would not expect the Postal Service to respond in the same manner as a privately 
owned utility to the economic incentives that price caps present. Although H.R. 22 would take measures, 
in proposed section 3783(e), to simulate the incentive structure of a for-profit firm by making Postal 
Service officers and employees eligible for bonuses, those measures fell short of the incentive structures 
that result from pri^^te ownership and the market for corporate control. Indeed, if Congress thinls that 
it would be socially beneficial for the Postal Service to reinvent itself so as to replicate the workings of 
a privately owned, profit-maximizing enterprise, why not simply privatize the venture and rely on the 
superior ability of the marketplace to impose incentives for profit-maximizing, cost-minimizing behavior? 

Given this ftindaniental problem of matching incentives and regulatory instruments, it follom with 
even greater force that Congress’s consideration of price caps for the Postal Service should not focus on 
a technical debate about how best to measure total factor productivity and adjustments for exogenous 
events. But if the Subcommittee does choose to engage in that debate, a second problem with price caps 
emerges. Some argue that, because roughly 80 percent of the Postal Service’s total costs currently are 
labor, the appropriate price index to use to compute a price cap for the Postal Service is one that tracks 
changes in prices in labor-imensive service industries. That reasoning, however, is flaw! because it 
presumes that the current capital-labor ratio for the Postal Service is cost-minimizing. Given the diffuse, 
public ownership of the Postal Service and its current mandate to break even (not to maximize profit), 
it would be surprising if the Postal Service’s existing capital-labor ratio were cost-minimizing. In other 
words, inefficient combinations of capital and labor in the Postal Service’s operations should not provide 
the basis for skewing the targeted level of growth in factor productivity under a price cap that Congress 
might adopt for the Postal Service. 

A third reason to doubt the efficacy of price caps for the Postal Service concerns benchmarking, 
When one state’s public utilities commission imposes a price cap on a regulated utility, there can be as 
many as 49 other state jurisdictions to use for comparison purposes. With multiple benchmarks, the 
reasonableness of the starting price level is more subject to check, as is the reason^Ieness of declines 
in that price over time. A price cap for the Postal Service, however, would Jack that advantage, because 
the firm would be national in scope and would be regulated by a single federal regulatory body. 
International comparisons would be inherently less reliable than state-by-state comparisons because there 
would be so many other political, economic, and social factors that could not be held constant across 
countries. 
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The Scope of the Postal Service’s 
Statutory Monopoly 

A major shoncommg of H.R. 22 is its failure to end the Postal Service’s statutory monopolies. 
Given the infrequencv' of major postal reform legislation, that aspect of H.R. 22. if not corrected, would 
constitute a lost opportunity of substantial proportions. 

The Postal Service currently enjoys two kinds of statutory monopolies. The first category 
encompasses restrictions on the delivery' of letters under the Pri'.'ate Express Statutes. The second is the 
monopoly over use of the customer’s mailbox. 

A. Private Repress Statutes 

The postal monopoly is a combination of statutory law and regulation encompassing “letters” and 
the archaic and now-irrelevant term “packets.” The definition of "letters' consequently is critical to 
understanding the extent to which the letter segments of first class and third class mail are closed to 
competition. The Postal Service defines a letter to be “a message directed to a specific person or address 
and recorded in or on a tangible object.” although that definition is subject to a multitude of qualifications 
and caveats. The result is unlike that in any other regulated industry: Because the Postal Service claims 
for itself the term "letter.” which defines the extent of its monopoly, the monopolist has the power 
largely to define the scope of its own monopoly. 

What is perhaps most notable about the Private Express Statutes is that their key provisions 
appear in the United Stales Criminal Code. Apart from all else that it is. the postal monopoly is the threat 
of criminal punishment. Section 1694 of Title 18 forbids the carriage of matter out of mail over post 
routes. An analogous provision, section 1695. forbids the carriage of matter out of mail on vessels and 
adds the threat of imprisonment. Likewise, section 1693 makes the collection, receipt, or carriage of mail 
in contravention of the Private Express Statutes punishable by both fine and imprisonment, A more 
seriously punishable crime than the mere carriage of matter out of mail is the creation of a private express 
network capable of competing with the Postal Service. While sections 1693. 1694. and 1695 take aim at 
the labor and transportation inputs that would be directly used to provide competitive delivery of letters, 
section 1696 addresses the deployment of capital and managerial labor to establish a private express 
network. 

The most significant exception to the Private Express Statutes (technically termed a “suspension” 
of the Statutes by the Postal Service) is for "extremely urgent letters.” Without that exception. Federal 
Express, United Parcel Service, and other private firms would be unable to compete in the express mail 
business, It bears emphasis, however, that the exception for extremely urgent letters is one that the Postal 
Service itself defines. To enforce the Private Express Statutes, the Postal Service has used its powers of 
search and seizure against large mailers in both the private and public sectors. In a highly publicized 
incident in 1993, armed postal inspectors arrived at the Atlanta headquarters of Equifax Inc., a large 
credit reporting company, and demanded to know whether all the mail that it had sent by Federal Express 
was irulv urgent, as required by the Postal Service’s suspension of the Private Express Statutes for 
extremely urgent letters. Equifax agreed to pay the Postal Service a penalty of $30, (XX), which the Los 
Angeles Times described as “essentially a fee allowing the firm to use Federal Express as it wished for 
the following year without Postal Service harassment.” 
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As I have explained earlier to this Subcommittee, and as Professor Spulber and I show m our 
book, the statutory monopoly of the Private Express Statutes can lead to erroneous conclusions by the 
R)stal Service concerning what inverse-elasticity pricing should imply for the price of letter mail. The 
net effect of that error is to produce prices for captiw customers that would exceed the prices that would 
maximize consumer welfare. Tliat ramification of the Private Express Statutes takes on great significance 
under H.R. 22 because the bill would establish, uraJer new section 3701(c). that demand elasticity shall 
be the second-highest consideration in ratemaking, after attribution of direct and indirect costs H.R. 22 
does nothing to debunk the fellacy that prices to letter nail customers should be high because they are 
captive to a statutory monopoly. Demand elasticity also may be considered under new section 3723 when 
price adjustments are made under the proposed price c^. 

It is incumbent on Congress to give a clear statutory definition of a “letter" that the Postal Service 
does not have the power to change at will. The Private Express Statutes are. after all. criminal 
prohibitions. Yet the statutes themselves do not provide a clear definition of what is a “letter” that private 
express carriers may not deliver. Instead, the public postal monopoly provide.? the definition. H.R. 22 
would not correct the situation satisfactorily. It would permit, in section 703 of the bill, a letter to be 
carried outside the mail if it is priced at $2.00 or above or if the Postal Service already permitted it to 
be so carried. The problem, however, lies in those postal products that the Postal Service concludes, for 
obscure and self-serving reasons, are “letters.” H.R. 22 does not restrain the Postal Service’s ability to 
dictate that certain kinds of lucrative services priced below $2.00 are still treated as “letters" even if 
consumers would never consider them to be letters. As a matter of due process, a statute is void on its 
face due to vagueness if persons "of common intelligence must necessarily guess at its meaning and differ 
as to its application.” Connally v. General Construction Co., 269 U.S. 385. 391 (1926). It is surely 
questionable whether persons of common intelligence could correctly identify what is and is not a “letter" 
under the Postal Service’s arbitrary regulations defining the scope of its own monopoly. 

B, Customer Mailbox Monopoly 

The mailbox is to the postal monopoly what the customer’s telephone was to the former Bell 
System. The mailbox is the customer premises equipment. Just as the Bell System assiduously fought, 
starting with the Hush-A-Phone case, any attempt by the customer to attach unapproved devices to his 
telephone (which is to say, devices not manufactured by the Bell System’s own Western Electric), so also 
the Postal Service regulates what the customer may do with his own mailbox. The Postal Service’s 
behavior is actually more overreaching chan that of the monolithic Bell System in its heyday because the 
mailbox is clearly the customer's private propeny, whereas before the AT&T divestiture the customer 
merely leased his telephone from the Bell System. 

Section 1725 of the US. Criminal Code prohibits the deposit of unstamped “mailable matter” 
in a customer letterbox approved by the Postal Service. Violations are subject to a fine. In turn, the 
Domestic Mail Manual, which is incorporated by reference into Title 39 of the Code of Federal Regula- 
tions, specific the size, shape, and dimensions of mail receptacles. The festal Service requires that 
letterboxes and other receptacles designated for the delivery of mail “shall be used exclusively for matter 
which bears postage. ” 

The Postal Service’s monopoly over mailbox access has three significant economic consequences. 
First, it enables the Postal Service to raise (he cost of its rivals’ deliveries: Federal Express or United 
Parcel Service, for example, may not leave its overnight letter in the mailbox if the recipient is not home. 
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Unless the sender designates that the urgent letter may be left at the door if the recipient is not there, the 
carrier wii! have to attempt another deliver>-. A secorxi and related consequence is to deter vertical 
integration into mail delivery by businesses (such as banks and utilities) with large numbers of routine 
mailings to virtually every postal customer on a given route. It is telling that Congress did not enact 
section 1725 in 1845 as part of the original Private Express Statutes, but rather in 1934 to counteract 
vertical integration by such businesses into the delivery of bills. The third competitive consequence of 
section 1725 is that it raises the cost to the customer of substituting alternative delivery services for those 
of the festal Service because his reliance on the former will require him to construct a new receptacle 
for private express deliveries. 

The provision in H.R. 22 to conduct demonstration projects of open access to customer 
mailboxes, proposed section 704. is far too timid. The Subcommittee should be setting its sights higher 
by ordering open-access deregulation of the customer mailbox— just as the Federal Communications 
Commission in the 1980s opened the market for customer premises equipment to competition, and just 
as Congress and federal regulators have ordered open-access for natural gas transportation, wholesale 
wheeling of electric power, and local exchange telecommunications. Congress could easily address 
concerns about security by requiring that am' private carrier seeking access to customer mailboxes be 
licensed and bonded. 

Congress should seriously consider an additional, constitutional reason for repealing section 1725, 
Although the prohibition on competitive use of the customer mailbox was unsuccessfully challenged on 
First Amendment grounds, it apparently has never been challenged as an uncompensated taking of private 
property. The statute can be viewed as effecting both a regulatory taking and a physical invasion of 
private property. Although the federal government may be entitled to demand exclusive use of the 
customer's mailbox, it hardly follows that the government is exempt from paying compensation to 
propeny owner for demanding exclusive use of his property as a condition of delivering mail to him. 

C. Summary 

The Private Express Statutes and the customer mailbox monopoly are truly extraordinary in the 
history of American regulation of industry in the manner in which they gram and perpetuate monopoly 
power. The BDStal Service does not passively reap the benefits of a monopoly conferred upon it by 
Congress. To the contrary, the Postal Service enjoys the power to expand the boundaries of that mo- 
nopoly through the promulgation of its own regulations; the pcwer to prosecute alleged violations of the 
monopoly through its own searches and seizures and its own enforcement actions for postage due; and 
the power to adjudicate alleged violations of the monopoly. In short, the Postal Service simultaneously 
exercises legislative, prosecutorial, and adjudicatory fonctions to circumscribe the private delivery of 
mail. Even at its apex, the Bell System could never take such liberties with the welfare of American 
consumers. It would be inexcusable for Congress to purport to enact postal “reform” legislation that 
neglected to repeal these statutory monopolies. 

application of the Antitrust Laws 
TO THE Postal Service 

In its current form, H.R. 22 would subject the Postal Service, through proposed section 3744, 
to antitrust scrutiny with respect to “competitive” categories of mail and “experimental” products. That 
provision is good as far as it goes. But it stops short of extending antitrust scrutiny to all of the Postal 
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Service’s products, including letter mail. It emphasis that the Bell System, which had monopoly 
franchises for local exchange service in n^y states, was broken up not as the result of a state or federal 
regulatory proceeding, but rather an antitrust prosecution. Statutoiy monopoly did not shield Bell’s local 
exchange operations from antitrust scrutiny. It is not clear why Congress should want to prevent the 
antitrust laws, which are intended to protect consumer welfare, from applying to those postal products 
for which consumers will have the fewest competitive alternatives. 

The statutory monopolies and other statutory privileges and immunities are not the only grounds 
for concern about possible anticompetitive conduct by the Postal Service. The usual economic refutation 
of the plausibility of predatory pricing by private firms does not hold in the case of the Postal Service. 
Economists (and courts) reason that a private firm is unlikely to attempt predatory pricing because it must 
be able to recoup current losses with extraordinary returns in the future (after the rival has been driven 
from market). But the Postal Service is a not privately owned firm titat is accountable to shareholders, 
and it has the ability to borrow from the Treasury despite incurring repeated operating losses. 
Accordingly, the Postal Service has shown that it is capable of incurring losses year after year. Thus, 
unlike a private finn attempting predatory pricing, the Postal Service could incur current losses while 
underpricing rivals without really worrying about ever recouping those losses. The Postal Service’s 
potential to engage in predatory pricing is therefore more threatening than that of a private firm. In the 
language of economics, die Postal Service can make threats of predation that are more credible than those 
of privately owned firms. 


What Should Congress Do? 

If privatization of the Postal Service is not on the table, then the policy most conducive to greater 
economic welfare is one of commercialization of the Postal Service. Such a reform pack^e would repeal 
the Private Express Statutes and other statutory privileges enjt^ed by the Postal Service, explicitly subject 
the Postal Service to the antitrust laws and all other laws of general applicability to private businesses, 
and relieve the Postal Service of its incumbent burdens, including the duty to deliver at a uniform national 
rate to high-cost areas. The Postal Rate Commission >wuld oversee the transition to competition and then 
cease to exist. This set of reforms might eventually lead to the privatization of the Postal Service, though 
it need not. Indeed, privattzation would be unconscionable on economic grounds if it failed to provide 
for repeal of the Private Express Statutes. 

If, on the other hand. Congress declines to commercialize the Postal Service, its remaining option 
will be considerably more invasive. The Postal Service’s continued enjoyment of statutory privileges will 
necessitate miKh greater oversight of the Postal Service by the Postal Rate Commission, the Postal 
Service’s divestiture of operations in demonstrably competitive lines of business, and close antitrust over- 
sight to ensure that the ^stal Service does not abuse its lawful monopoly over letter mail. 

The least acceptable course of action is for Congress to continue to do nothing in the fece of the 
Postal Service’s expanding empire. The Postmaster General’s observation that the Postal Service could 
become a profit center for the federal government is an admission that it is time for Congress to protect 
competition from the postal monopoly, 

A. A Blueprint for Commercialization 

A public enterprise can 1:^ commercialized e>^ if it is never privatized. A plan for the 
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commercialization of the Postal Service should include thr^ main elements: removal of statutory entry 
barriers and other privileges, relief from incumbent burdens, and explicit antitrust oversight. 

1 . Repeal the Private Express Statutes atid Other Statutory Prixileges 

The Subcommittee should amend H.R. 22 to repeal the Private Express Statutes. The general rule 
in the American economy is that attempted monopolization is a crime, but when it comes to delivering 
letters it is attempted competition that is the crime. If the Postal Service wishes to compete on the merits 
with private firms, it should not be allowed to do so behind the protection of a statutory monopoly. , 

The Subcommittee should also amend H.R. 22 to repeal the statute that creates the Postal 
Service’s monopoly over access to the customer’s mailbox. The repeal of legal restrictions on access to 
mailboxes by competitors of the Postal Service would properly treat the customer’s mailbox as the private 
property that it is. The deregulation of mailbox access would increase competition across various existing 
and liiture classes of mail by lowering costs for competitors of the Postal Service and lowering the con- 
sumer’s cost of switching from the Postal Service to a private express firm. Open access to the customer’s 
mailbox would permit the development of innovative featui^, as has occurred with the deregulation of 
customer premises equipment in telecommunications. Eliminating that small but widespread entry barrier 
would facilitate competitive services and increase customer convenience. 

More generally, the Subcommittee should amend H.R. 22 to specify that, for as long as the Postal 
Service remains publicly owned, it shall be subject to all laws generally applicable to private firms and 
shall have no special privileges or immunities arising from its public ownership. It is fine for H.R. 22 
to contain specific provisions in this respect, but it is far more important for the bill to announce the 
general principle that the Postal Service shall not have a preferred status among firms competing in the 
marketplace. The Postal Service should be subject to all of the antitrust, employment, environmental, 
securities, tax. and other laws with which any private company must comply. The Pbstal Service should 
not be allowed to borrow from the Treasury, nor should its debt be backed by the full feith and credit 
of the U.S. government. 

2. Reliex'e the Postal Service of Its Universal Service Obligation and Other Incumbent Bur- 
dens 

If the Postal Service is to be stripped of its unique statutory privileges as a condition of being 
allowed to compere freely against private firms, it should also be relieved of its unique statutory obliga- 
tions. The most conspicuous of those obligations is the universal provision of mail delivery at a uniform 
price. There are other incumbent burdens, such as law enforcement responsibilities relating to mail fraud, 
which should be transferred to other pans of the federal government. 

There is a powerftii efficiency-based argument for removing the incumbent burdens of the P)stai 
Service, an argument distinct from concerns about symmetry or fairness. As a matter of political 
economy, it would be easier to repeal the Private Express Statutes and to remove the other barriers to 
competition in postal services if Congress were simultaneously to remove the putative justification for 
those special privileges. Because universal service is the most prominent of the Rtstal Service’s incumbent 
burdens, it is also the Postal Service’s last line of defense of the Private Express Statutes. 

From the perspective of maximizing consumer welfare, of course, it would be regrettable if the 
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commitment to providing mail service to rural and other high-cost segments of the population were to 
have the effect of denying all segments of the population the substantial benefits that would flow from 
having multiple providers of letter mail service rather than only one provider. There is also a 
jurisprudential argument against funding univeisaJ service or other incumbent burdens through the 
creation of artificial monopolies. The cross-subsidies in postal rates are an implicit regime of taxes and 
appropriations. Taxing and spending is properly the role of Congress under Article I of the Constitution- 
Congress should not delegate those decisions to the l^stal Rate Commission and the Postal Ser- 
vice— neither of which has any direct political accountability to the electorate. The magnitude of the 
.subsidy to nira! recipients of mail .should be apparent from an explicit line item in the budget: it should 
not be an amount that can be inferred only by undertaking extensive economic analysis of the cross- 
subsidies effected by the monopoly over letter mail. 

Despite the repealed efforts of scholars to convey those messages in a variety of regulated 
industries, including postal delivery, rate structures containing cross-subsidies have endured in such 
industries. If one hopes to influence public policy' in the real world, it is therefore necessary to lake ac- 
count of how actual political constituencies and institutions may prevent the achievement of reforms that 
would increase economic welfare. By enaciii^ legislation to fund universal postal service in a way that 
does not depend on the artificial creation of a monopoly. Congress would deny opponents of postal com- 
mercialization their most politically effective argument for not repealing the Private Express Statutes and 
the Postal Service’s other special privileges. 

There are at least two general means by which Congress could decouple universal service from 
the Private Express Statutes. Firei. Congress could send postal subsidies directly to consumers in rural 
areas. Those subsidies could even be means-tested, if one’s low income were considered to be more 
important than one’s rural address. Those customers would then be billed directly by the carrier of last 
resort for the high cost of what might be called “terminating access,” to borrow a telecommunications 
concept. The lower basic stamp price that would result would not include the surcharge for delivery to 
costly, remote areas. A second means would be for the government to solicit bids from private firms to 
deliver mail to remote areas for a specified contract term. The winning bid would be that which proposed 
to provide service at the lowest subsidy from the government, (f Congress were to adopt either approach, 
it could end the false rhetoric that .American consumers must tolerate a monopoly to have universal 
service. 


3. Subject All Services of the Postal Service to Explicit Antitrust Oversight 

The Postal Service’s history of suppressing competition in letter mail, and its use in 1993 and 
1994 of its search and seizure powers to dissuade large busine.ss customers from using Federal Express 
for mail that the Postal Service did not regard as “extremely urgent,” suggest that competition would not 
come naturally to this public enterprise. In its current form, however, the Festal Rate Commission is not 
up to the task of regulating the Postal Service in a manner that would protect its efficient private 
competitors. It is a recognized danger that an industry-specific regulator will become captured by the 
companies it regulates. The Postal Rate Commission faces this risk with three additional handicaps. First, 
it is not merely an industry-specific regulator, but a firm-specific one. Even in the days of the Bel! 
System, the Federal Communications Commission’s agenda was not dictated by AT&T alone. Second, 
the Postal Service in effect has by statute the right to disregard the Postal Rate Commission’s decisions. 
Third, the Postal Rale Commission is fundamentally a ratemaking body expert in mediating issues of 
revenue adequacy and fairness across classes of customers, not an antitrust enforcer expert in measuring 
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competition and assessing the effect of strategic behavior on consumer welfare. 

Congress should therefore explicitly subject ail of the Postal Service’s services to the antitrust 
laws and to the competitive oversight of the Antitrust Division of the Department of Justice and the 
Federal Trade Commission. Those agencies have expertise in competitive analysis. Furthermore, they 
have independence because they enforce statutes that apply to all industries. Finally, the Antitrust Divi- 
sion in particular has special experience in dealing with antitrust problems concerning regulated network 
industries bearing some similarity to the postal industry', such as telecommunications. 

B. Stricter Public Oversight 

If commercialization of the Postal Service is not politically feasible along the lines just described, 
then Congress should substantially increase public oversight of the Postal Service. That option contains 
four necessary elements. One is to enlarge the powers of the Postal Rate Commission and make it truly 
an independent body. The second is to disabuse the Postal Service of any notion that its mission is to earn 
“profit " for the federal government. The third is strictly to limit the lines of business in which the Postal 
Service may operate. The fourth is to subject the Postal Service to explicit antitrust oversight to ensure 
that it does not abuse its continuing privileges under the Private Express Statutes and other laws. 

1 . Strengthen the Postal Rate Commission 

If the Private Express Statutes remain and the Postal Service retains its other statutory privileges 
as a public enterprise, then Congress must give the Postal Rate Commission the same powers and 
credibility that agencies such as the Federal Communicatioi^ Commission and the Federal Energy Regula- 
tory Commission have with respect to the private firms that they regulate. At a minimum, such legislation 
would have to eliminate the Postal Service’s ability to overrule the rate recommendations of the Postal 
Rale Commission, In addition, the Postal Rate Commission would need to have the authority to impose 
its own accounting standards on the Postal Service, to require the Postal Service’s routine reporting of 
reliable cost data, and to order whatever structural relief (such as divestiture of operating units, separate 
subsidiaries, accounting separations, and so forth) it deemed necessary to regulate the Postal Service in 
a manner that advanced the purposes of public provision of postal services. 

2. Clarify That It Is Not the Postal Service’s Mission to Be a "Profit Center" for the Federal 
Government 

If the Postal Service is not commercialized. Congress should reject the Postmaster General’s call 
to make the Postal Service a “profit center’’ for the federal government. Even taken at face value, that 
proposed mission is especially questionable in light of the many reasons that exist to conclude that the 
Postal Service currently does not act as a profit maximizer. Economic theory does not justify public 
enterprise on the ground that the government can make a profit competing against private firms. The 
government’s source of ftinds is better confined to its taxation of the private economic activity of firms 
and households, 

3. Remove the Postal Service from Markets That Are Demonstrably Competitive 

In any market where private firms already provide adequate mail services, there is no need for 
the Postal Service. Congress should remove the Postal Service by statute from any such market, or 
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delegate such removal power to the Postal Rate Commission, for no market failure is present that could 
justify government intervention, let alone intervention in the extreme form of a publicly owned enterprise. 
The antitrust laws are sufficient to ensure that postal markets that are demonstrably competitive today will 
not be monopolized or cartelized by private firms when the Postal Service exits the field. The Mandate 
Review of Canada Post Corporation has made such a recommendation. 

4. Explicitly Subject Abuses of the Private Express Statutes to the Antitrust Laws 

Even if Congress declined to repeal the Private Express Statutes, there would still be a role for 
review of the Postal Service by the Antitrust Division or the Federal Trade Commission. Such review 
would determine whether the Postal Service was abusing its lawful monopoly over letter mail to reduce 
competition in markets for other services. In principle, this role for the antitrust agencies would resemble 
the Antitrust Division’s frequent examination under the former Modification of Final Judgment of whether 
a panicular regional Bell operating company was using its local exchange bottleneck to reduce com- 
petition in a different product market. That form of antitrust overeighi would be the natural complement 
to an order by the Postal Rate Commission removing the Postal Service from demonstrably competitive 
markets. 


Conclusion 

If privatization is not a viable option, then the path to more competitive and innovative mail 
service in the United States is the commercialization of the Postal Service. Such a reform package would 
repeal the Private Express Statutes and other statutory privileges enjoyed b>' the Postal Service, explicitly 
subject all of the Postal Service’s services to the antitrust laws and all other laws of general applicability 
to private businesses, and relieve the Postal Service of its incumbent burdens, including the duty to deliv- 
er at a uniform national rate to high-cost areas. The Postal Rate Commission would oversee the transition 
to competition and then cease to exist. This set of reforms might eventually lead to the privatization of 
the Postal Service, though it need not. Indeed, privatization would be unconscionable on economic 
grounds if it failed to provide for repeal of the Private Express Statutes. 

If, on the other hand. Congress declines to commercialize the Postal Service, its necessary 
alternative will be considerably more invasive. The Postal Service’s continued enjoyment of statutory 
privileges will necessitate much greater oversight of the Postal Service by the Postal Rate Commission, 
the Postal Service’s divestiture of operations in demonstrably competitive lines of business, and close 
antitrust oversight to ensure that the Postal Service does not abuse its lawful monopoly over letter mail. 
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Mr. McHugh. Our last two presenters, as I understand it, have 
decided to really split their time. This is not an unusual position 
for they have written any number of books and articles together, 
so we are very pleased that they are able to appear here together 
this morning. According to the high sign I got, we will begin with 
Professor Michael Crew first. 

Thank you both for being here, and professors, we are awaiting 
your comments. 

STATEMENT OF MICHAEL CREW, ECONOMICS PROFESSOR, 
RUTGERS UNIVERSITY 

Mr. Crew. Thank you, Mr. Chairman, for inviting us to testify. 
We do intend to stick to our time, and we have powerful incentives 
to do so, because as professors we are doing something rather un- 
usual today, we are teaching, and we have to get back. 

This is indeed a crucial issue that faces the U.S. Postal Service 
and the Congress, the question of legislation and reform right now. 
What I am going to do is begin by emphasizing the contexts in 
which our proposal should be understood, and then Dr. Kleindorfer 
is going to highlight some of the principal changes that really 
should be considered in revising H.R. 22. 

The current state of postal and delivery services presents Con- 
gress and the Postal Service with some difficult choices. The situa- 
tion has arisen primarily because of exogenous changes, chiefly in- 
cluding the technological change in microelectronics, optical fiber, 
and computer-based alternatives, such as the Internet, which are 
revolutionizing traditional communications and advertising. 

In our experience with international conferences with postal de- 
livery services since the early 1990’s, we have noticed there’s been 
a strong interest worldwide in reforming the postal service, so this 
remains an important sector in the communications marketplace 
and not an albatross around the neck of National Government. 

In order to remain viable, postal administrations have been mov- 
ing to a more businesslike approach to postal service and to the in- 
corporation of regulatory innovations such as incentive regulation. 
H.R. 22 recognizes this mandate and the dangers of not heeding it. 
The problem is that H.R. 22 does not fully recognize the serious- 
ness of the current situation, and incorporate the major changes re- 
quired. 

For the good intentions of H.R. 22 to bear fruit, two major 
changes must be incorporated in any postal reform legislation. One, 
the Postal Service should cease to be a public enterprise. The new 
law should call for its privatization. Two, the labor relations frame- 
work for a privatized Postal Service should be that of a private 
company with the right to strike and lock out, and not subject to 
binding arbitration as presently. 

H.R. 22 proposes incentive regulation, specifically price cap regu- 
lation. It comes as no surprise that the U.K’s adoption of price 
caps regulation for its newly privatized industries are generally 
cited as a major success story. Price cap in the U.K. was successful 
because the industries concerned were privatized. For price cap 
regulation to succeed, there must be residual requirements and the 
dissolution of the capital markets, including bankruptcy. By being 
more efficient, the private company under a price cap can make ad- 
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ditional profits just like any unregulated private company and use 
these to motivate management to make further profits and increase 
the value of the shareholders’ investment. It is the existence of re- 
sidual claimants that drives the efficiency promised by price cap 
regulation. Absent residual claimants, these potential efficiency 
benefits will not be achieved. 

If all that is added to the current mix of public ownership and 
binding arbitration is price cap regulation, it’s not clear what bene- 
fits, if any, will ensue. Indeed, it may make matters worse. Addi- 
tional profits might be arguably counterproductive under the 
present system and might simply send a signal to arbitrators that 
the Postal Service could pay more. 

Without privatization and changed labor relations, reforms envi- 
sioned in H.R. 22, or almost any other adoption of price cap regula- 
tion would do little or nothing to improve the status quo. Indeed, 
the result may be much worse than the current situation in that 
it would create false hopes and further delay the implementation 
of needed reforms. 

For all these reasons, the specifics of price cap regulation now to 
be identified by my colleague. Dr. Kleindorfer, should be condi- 
tional on concurrent privatization and reform of labor relations. 

Thank you again, Mr. Chairman, and committee members. I’d 
like to now hand over the baton to my colleague. 

Mr. McHugh. Dr. Kleindorfer, our attention is yours. Thank you 
for being here. 

STATEMENT OF PAUL KLEINDORFER, ECONOMICS 
PROFESSOR, UNIVERSITY OF PENNSYLVANIA 

Mr. Kleindorfer. Thank you, Mr. Chairman, committee mem- 
bers, ladies and gentlemen. I’d like to address a few comments to 
the details of H.R. 22 and specifically to its approach to the imple- 
mentation of price caps. 

In the spirit of Dr. Crew’s comments, my remarks are not meant 
to provide a detailed prescription, but rather only an outline of key 
points, all of which are intended to reinforce two central ingredi- 
ents of reform and we believe also are the intent of H.R. 22. 

First, the Postal Service should be given the opportunity and 
flexibility to compete and to evolve, and second, the Postal Service 
should be given the incentive to do so. In this regard, H.R. 22 has 
a number of problems in the structure of the price cap which it pro- 
poses. It also has a number of good points, but I am going to try 
to be constructive here and I will focus on only the problems, Mr. 
Chairman. 

Our concerns are with the structure of baskets and with the uni- 
form applicability of adjustment factors within a basket. Both of 
these directly affect the issue of flexibility of the Postal Service to 
compete and to innovate. 

Except as specified in subsection 3724, no individual price within 
any basket is allowed to increase by more than the price index 
which is specified in H.R. 22 as the GDP price index less X. This 
contrasts with the more common arrangement where the prices in 
the basket are aggregated into an index which is allowed to in- 
crease — the index, that is — by GDP minus X. 
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Under H.R. 22, since price reductions wouldn’t count, there 
would be very little incentive not to increase the price by less than 
the maximum allowed. Thus, the potential for adjustments within 
the baskets over time would be minimal, which would fail to pro- 
vide flexibility and opportunities for change normally allowed in 
price gap regulation. 

The solution? Use the standard price gap index approach to en- 
sure pricing flexibility within baskets. 

Another concern is the actual structure of the baskets. H.R. 22 
provides for four baskets which comprise the vast majority of the 
revenue of the Postal Service, including some products which 
should be considered competitive. 

Too many mail products are considered monopoly type products 
when they are subject increasingly to competition. The result of 
this is to fail to provide the flexibility that the Postal Service needs 
to compete and evolve. 

The solution? Our approach to the definition of “baskets” con- 
centrates on those parts of the market where the Postal Service 
has monopoly power. Thus, we propose price regulation should 
apply only to monopoly services and not to a wide class of products. 
Services provided would be, in our proposal, divided into two 
groups, regulated and nonregulated. The regulated basket would, 
however, consist of only those services where there is monopoly 
power. Price gap regulation would apply only to the regulated bas- 
ket. All other services would be in its unregulated basket. 

The price cap index that we would envisage would also be rather 
simple. The regulator would set the price of the basic, single piece. 
First Class postage, both domestic and international, the price of 
access to the local delivery network and the price of special services 
and services mandated by Congress, such as material for the blind 
and Certified Mail. 

The Postal Service would be free to raise rates by the rate of 
index minus X formula over the period of the price gap. The Postal 
Service would be allowed to set all other prices, the unregulated 
basket, without regulation. 

It is important to note that the Postal Service, when subject to 
price gap regulation, would not have the incentive to cross-sub- 
sidize its unregulated operations as it might under cost-of-service 
regulation. 

Although the Postal Service would have considerable latitude 
under this proposal in pricing, for example, its bar code and other 
bulk mail operation, it would still be subject to certain constraints. 
For example, its regulated access price would represent a floor 
below which it would not be able to set its price for its other serv- 
ices, so the rate for both Bar-Coded Mail could not be set below the 
rate for access. 

Similarly, the ceiling price that it would be allowed to charge 
would be the price gap on single piece. First Class Mail. Between 
the floor and the ceiling, for work sharing and discounts and other 
issues of this sort, the Postal Service would be free to set its prices 
for its unregulated products. In addition, a privatized Postal Serv- 
ice would, of course, be subject to the full force of the antitrust 
laws, just like any other private company. 
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Other aspects of our proposal are spelled out in more detail in 
our testimony, including quality issues, initialization, and so forth. 
I won’t go into these here. 

While our proposals represent a significant change in postal reg- 
ulation, they are consistent with current practice in other indus- 
tries. Our proposals are also consistent with H.R. 22 in providing 
protection against monopoly exploitation in any regulatory Govern- 
ment structure through the PRC for resolving disputes. 

A central issue which our proposal attempts to address is to pro- 
vide a framework which encourages the Postal Service to innovate 
and to evolve in the face of market changes. Things may be good 
now, ladies and gentlemen, but in all places and all parts of the 
world we are seeing, based on sophisticated econometric modeling, 
real challenges that are going to erode this rosy picture soon unless 
we also have a competitive, evolving, and adaptable Postal Service. 

The more flexible basket definitions we have proposed and the 
use of indexing within the regulated basket provide significant in- 
creases in opportunities and incentives for product innovation rel- 
ative to the current version of H.R. 22, which essentially maintains 
rigid line of business restrictions as currently embodied in reclassi- 
fication procedures. 

Conclusions: Absent major changes, the Postal Service will not be 
able to survive in its present form. There will be major reductions 
in employment levels and large reductions in mail volume, not per- 
haps in the next year or two, but soon. 

H.R. 22 is important in recognizing the need for change and pro- 
posing incentive regulation, but it doesn’t address the problem ade- 
quately. In our view, what is needed is a two-pronged approach, 
spearheaded by privatization of the Postal Service, or at least a 
time line for privatization of the Postal Service, and reform of labor 
relations practices, together with an approach to incentive regula- 
tion, such as envisioned here, which focuses on those aspects of 
postal delivery service which need to be regulated, leaving others 
to be regulated by the force of competition. 

[The prepared statement of Mr. Kleindorfer and Mr. Crew fol- 
lows:] 
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Postal Service in Transition: 

H.R. 22 - The Postal Reform Act of 19>7 


TTse U.S. Postal Service and ftjstai Regulation have woAed eeasonabJy wen for over 20 yeais. 
However, because of technologicd progress, regulatory innovations, and increasing competition, 
the time is now ripe for major reform, and H.R. il is one of several legislative initiatives 
worldwide which recognize the importance of such changes. The purpose of diis testimony is to 
examine some of the forces that are currently affecting postal service and their implications for 
postal reform, including some specific comments on H.R. 22. We provide only tte basic outUne of 
our proposals here, since to do otherwise would extend well beyond the lengtih appropriate to this 
occasion. However, we note some references to the growing body of research on postal policy upon 
which our proposals are based. 

1. The Current State of Postal Service 

The Postal Reorganization Act of 1970 provided the basis for the current organization of the U.S. 
Postal Service and the Postal Rate Commission. This organization has had numerous successes 
during the last quarter of a century. The regidatory process has emphasized procedural fairness, 
allowing competitors and mailers a strong voice in the setting of rates and flie shaping of new 
services. Despite the apparent cumbersome, legalistic structure of this regulatory process, it has not 
stifled innovation. USI% is a world leader in volume of mail, wotk-shaing discounts, bulk mail, 
automation, and downstream access. In addition, the rates for basic First-Class mail are anujngst 
the lowest in the advanced economies. 

Although the system has been successful in many respects, postal service in die United States 
cannot continue in its present form because of a number of shortcomings in the existing system. 
These shortcomings have surfaced because of major exogenous changes that are not compatible 
with the current system. These changes include chiefly the emergence of microelectronics, optical 
fiber, and computer-based alternatives such as the internet, which have revolutionized tradiflonal 
communications and advertising.' These changes can he a significant source of opportunity for 
growth in postal and delivery services, but taking advantage of these opportunities will require a 
move to a more commercial, business-like approach to postal service and the incorporation of 
regulatory innovations such as incentive regulation. H.R. 22 recognizes this mand^ and the 
dangers of not heeding it. 

The United States is not alone in moving toward postal refoim. Postal administrations worldwide 
have been moving toward more commercial operations, including adopting organization^ and 
technological innovations developed in the private sector over the several decades of 
increasing global competition.^ The rationaje for more commercial operations is siiqile: increased 
conqietition from other communicafioii mottes, as well as alternative delivery services, have meait 


* For a discussion of recent tectmological and tnarlteting trends in postal and delivery services worldwitte, see M. A. 
Crew and P. R. Kleindotfer, Managing Change in the Postal and Delivery Industries, Rluwer Academic Pablishers, 
Boaon, 1997. 

^ For a discussion of internationai trends and issues in postal refonn, see M. A. Crew and P. R. Kteiniorfer, 
Contmeraialization of Postal and Delivery Services. Kluwer Academic Publidlers, Boston, 1995; and Oew and 
Kleindorter, 1997, op. cit. supra. Very recently, the CoimnunicatkHw Wotkets Union in the U.K. has put Icaward 
its proposals for CTteed^ to DeUver — Posting the Way to Greater Success,” CWU, Londou, l^teuary 1997) 
which propose turning the U.K. Post Office into an indep^ent corporation within the public sector, and d» 
creation of an independent regulatory agency administering a scheme of price.cap regulation. 
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that the traditional civil service bureaucracy coupled with the traditional regulatory process is too 
slow to respond to emerging market realities. What is required is a market-oriented iqjproach to 
align the incentives and operations of economic ^ents involved in postal and delivery services with 
the needs of their customers. In short, exogenous changes in both markets and technologies of 
postal and delivery services imply an unavoidable requirement for a significantly greater business 
orientation in the postal sector. 

The changes required to achieve an increased commercial orientation are not just internal to the 
U.S. Postal Service, but also involve reforms in the regulatory process. It is important to note at the 
outset that national postal administrations will continue to enjoy residual ma^et power for some 
time. This means that regul^on will continue to have an important role in balancing increased 
commercial incentives for static and dynamic efficiency, wt^e restraining the exploitation of 
market power. Postal service is not unique in this regard, and we have seen a similar evolution in 
other network industries that have undergone tiw transformation from traditional cost-of-service 
regulated monopolies to more competitive structures. Indeed, the experience fix>m such industries 
as telecommunications and energy is of consider^le value for the postal sector. This experience 
has provided the direction for understanding the regulatory innovations likely to achieve the 
transition to greater competition. The general character of these innovations has been to provide 
greater autonomy to the incumbent service provider for pricing and product innovation, while 
encouraging competitive entry into all parts of the value chain except for those displaying the 
natural monopoly attributes of overwhelming scale or scope economies. In postal service, as in 
electric power and telecommunications, it is only in the area of "local delivery" that a strong case 
can be made for the existence of natural monopoly. 

The experience in other countries and other industries suggests the key themes that should guide the 
introduction of reforms in the postal sector. First, the above no^ transformations to greater 
commercialization and streamlined regulatory governance are central. Second, in order for the U.S. 
Postal Service to align its internal incentives with market requirements, employees of the Postal 
Service must be given both the rights and the responsibilities of "residual claimants" in USPS, 
through a stronger link of the economic results of the Postal Service to the salaries and wages of 
these employees. In particular, the combination of current labor-relations practices and cost-plus 
regulation have led to a situation in which USPS employees have enjoyed a significant premium 
over similarly situated employees in the private sector.^ Under the increasingly competitive 
conditions which are now unfolding, this cannot continue. Besides the economic inefficiency of 
such wage differentials, their continuation can lead to significant erosion of mail volumes to 
competitive alternatives when these differentials are passed on in postal rates. Moreover, a failure to 
adopt more flexible and market-oriented labor relations practices can lead to delays in adopting new 
teclmologies and work practices, with further consequences for the viability and efficiency of the 
Postal Service. Under the conditions which prevailed prior to the present decade, passing on to 
labor some of the excess rents of the U. S. Postal Service resulting fiom its market power might be 
viewed simplistically as a transfer payment. However, under the current and developing conditions 
of rapid technological change and proliferating competitive alternatives to postal and delivery 
services, such excesses will not be sustainable which will force the postal sector to become efficient 
or face the threat of extinction in several of its lines of service through the forces of conq)etition. 


^ Perloff and Wachter have eshmated the magnitude of the postal employee premium at 28%. See Jeffrey M. Perloff 
and Michael L. Wachter, "A Comparative Analysis of Wage Premiums and Industrial Relations in the British Post 
Office and the United States Pokal Service”, in M. A. Crew and P. R. Kleindorfo^ (eds). Competition and 
Innovation in Postal Services, Kluwer Academic Press, Boston, 1991 . 
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2. H.R.22 

Against the above perspective, H.R. 22 is a critical legislative initiative. It recognizes that now is 
the time for major reform. It proposes the adoption of state^jf-the-art regulation in the form of 
priceKtap regulation.'* However, in our view, H.R. 22 itself is in need of reform if it is to provide 
the foundation for a solid future for the U. S. Postal Service and other participants in the U S. postal 
and delivery services market. We will suggest a few key areas in H.R. 22 that we believe could 
benefit from change. 

Let us fust note our strong support for the vision in H.R. 22 of reforming the current system, while 
retaining the fundamental features of postal service. These include priniarily the "universal service 
obligation," (USO) which implies the ubiquitous availability of postal service at a uniform price 
and with protection from market power exploitation via regdation. We also support the H.R. 22 
proposal to move away from cost-of-service regulation, as currently practiced in postal ratemaking, 
to incentive regulation, which has been effective in other industries in improving efficiency while 
reducing regulatory transactions costs.’ Our chief concerns regarding the current version of H.R. 22 
relate to the following: 

• The lack of appropriate residual claimants to ensure that price caps will result in efficiency 
gains. 

• The incompatibility between current labor relations practices for postal employees and the 
supposed dictates of price caps for continuing real price reductions. 

• H.R. 22’s treatment of product baskets, service quality monitoring, and the implementation of 
price caps for these baskets. 

Absence of Residual Claimants: Incentive or, specifically, price-c^ regulation has been allied 
almost exclusively to privately-owned companies, rather tlm public enterprises. Notably in the 
United Kingdom, price-cap regulation was ^ regulatory scheme adopted for the newly privatized 
enterprises not only among network industries, viz. gas, electricity, telephone and water, but also 
for other industries such as the British Airports Authority. The U.& Post Office was not privatized 
and not subject to price-cap regulation. Similarly, in the U.S., price-c^s have ^lied primarily to 
telecommunications compatties. The fact that these companies ate privately-owned largely explains 
the potential of price caps in achieving more efficient operation than cost-of-service regulation. 
Under price caps, shareholders and top management, as residual claimants, have the opportunity to 
enjoy the extra profits that result from increasing the efficiency of operations. However, if the 
Postal Service were simply subject to price cap relation with no change in ownership or residual 
claimants, there is absolutely no guarantee that efficiency will be improved, as there would 
otherwise be no, or at best weak, residual claimants to benefit from increased profits. Indeed, 
additional profits might be arguably counterproductive, in that they might send a signal to postal 
employees that the Postal Service could pay mote. Unlike a private company, the Postal Service, 


l^ce-cap regulatiGil allows prices to change each year by a price index, which measures the overall level of 
infl^on, e,g., the CPI, but requires a real reduction in prices each year of X percent That is, {aices may rise by CPI 
- X, where the X factor is Ihs real reduction in prices. Under price caps, customers are guaranteed a real price 
reduction. Indeed, they could conceivably receive a nominal price reduction, if the X factor were greater than the 
CPI. 

’ For a discussion of recent findings on the ertectiveoess of incentive regulatioo, see M. A. Crew and P. R. 
Kleindorfer, "Incentive Regulation in the United Kingdom and the United States: Some Lessons,” Journal of 
Regulatory Economics, 9 (3): 211-226 (May 1996), 
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absent any other strong residual claimants* would have little incentive to stand firm, as 
management would have little to gain ftom doing so. In addition, a public enterprise is not subject 
to the pressure of competition in the sanw way that a private company is, in that it is insulated ftom 
bankruptcy. This insulation ftom the discipline of bankruptcy also means that a public enteiptise, 
unless strongly reined in by the government, can get into competitive ventures on favraable terms 
and therefore compete unfairly and inefficiently with privately-owned companies. 

Absent privatization, there is no strong residual claimant to assure a proper allocation of scarce 
resources.. Some efforts can be made to establish residual claimants by allowing for strong 
management incentives and profit targets as, for exan^le, has been the case in Austria and New 
Zealand, where the post offices are still public enterprises. However, the government’s powers to 
punish failure are weak compared to the market. Thus, in Germany and the Netherlands, the 
incentives for efficiency may be stronger, as in both cases either a scMule for privatization is in 
place or some portion of the stock is already privately owned. The implications for the U.S. Postal 
Service are clear. Absent privatization or a schedule to privatize, the benefits to be expected ftom 
incentive regulation are likely to be reduced significantly. 

Need to Reform Labor Relations Practices: In view of the current labor relations fiamework within 
which the U.S. Postal Service operates, absent privatization, the improvements in efficiency ate 
likely to be small or non-existent. The current system involves binding arbitration, "nius, 
approximately 80% of the Postal Service’s costs ate subject to the decision of an arbitrator. The 
aAitrator is not obli^d to abide by the price cap. He may award significantly in excess of tite rate 
of increase allowed by the price cap. If this ha^ns, the Postal Service would have no alternative 
but to seek rate relief on the gtourids of impending financial exigency! With this system of labor 
relations, there is thus little lilrelihood that the benefits of cost economy promised by price caps will 
be achieved in die Postal Service. 

Implementation Issues in H.R. 22: H.R. 22 has a number of problems in the structure of the price 
cap which it proposes. One concern is with its uniform applicability of adjustment factors in a 
basket.’ No individual price within the basket is allowed to increase by more than the price index, 
which is specified in H.R. 22 as the GDPPI less X. This contrasts with the more common 
arran^ment where the prices in the basket are aggregated into an index which is allowed to 
increase by the GDPPI - X. This indexing approach is much more flexible, in that it allows some 
prices to rise by more than the index and some actually to decrease. Under H.R. 22, since price 
reductions would not count, there would be very little incentive not to increase a price by less than 
the maximum allowed. Thus, the potential for adjustments within the basket would be minimal and 
would tend to perpetuate existing inefficiencies and fall to provide the flexibility and opportunities 
for change usually allowed in price-cap regulation. 

Another concern is the actual structure of the baskets, H.R. 22 provides for four baskets, which 
comprise the vast majority of the revenue of the Postal Service, including some products that 
should be considered competitive. Too many mail products are considered monopoly type products 
when they are subject increasingly to competition. For example, bulk mail, periodicals, parcels and 
presort mail are all consider!^ monopoly type products, yet they all face actual or potential 
competition. The inflexible price cap regime that is employed is unsuitable for such products, some 
of which would properly be considered competitive and not therefore subject to a price cap. The 
effect of this is to fad to provide the flexibility that the Postal Service needs to compete. 


It is difficult to argue in a credible manner that taxpayers are meaningful residiial claimants.. 

^ Bach basket is subject to a separate adjustment fiKtor. While we argue that dlis serves no useful purpose, we are 
concentrating here on the mote serious problem of failing to allow intia-basfcet pricing flexibility. 
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3. Some Alternative Directions 

If incentive regulation in the fonn of a price cap is to replace the current system, other changes will 
be ^uired in addition to those envisa^ in H.R. 22. They fall into two main categories. First, the 
desired incentives for efficiency implicit in the introduction of price-cap regulation will not be 
achieved if the current system of residual cl aimants continues. Second, the recognition of 
competitive realities and tlK importance of flexibility in a c hanging market place is inadequate to 
allow postal and delivery markets to develop in the future. 

The current system of residual claimants could be changed in a number of ways. We propose 
considering two possibilities. The preferred approach wo^d be to privatize the Postal Service and 
to end the system of binding arbitration. A second-best ^roach would be to end binding 
arbitration but to continue the Postal Service as a public enterprise with increased incentives for 
commercialization, including stronger bonus s^rems and other incentives for management, 
together with employee stock-ownership or other means (e.g., productivity or gain-sharing plans) 
for directly connecting employee remuneration to enterprise performance.*^ Under the second-best 
alternative, given that the Postal Service would still be a public enterprise, neither employee stock 
ownership nor other internal incentive systems are likely to uiqK>se sufficient discipline to control 
labor costs or to promote moves to labor-saving technological progress. The result might be little 
or no better than the status quo. 

H.R.22’s qsproach to competition, the structure of the baskets, and the nature of the price c^ do 
not adequately address the realities of competition and the in^rtance of change in emerging 
market in postal and delivery services. We offer an alternative approach that provides the 
flexibility to address the emerging competition and the rapidly digging market place for 
communications. Our approach, which derives from our eariier work,^ concentrates on those parts 
of the market where the Postal Service has monopoly power and focuses the regulation there. Thus, 
we propose that price regulation should apply orily to monopoly services and not to a wide class of 
products. Services provided by the PostiU Service would be divided into two baskets. One basket 
would consist of all regulated (or reserved) services, and the other basket would be the unregulated 
services. The regulated basket would consist of only those services where there was monopoly 
power, and PCR would ^^ly only to this regulated basket. All other services would be in the 
unregulated basket. 

How would services be identified for each basket and what would be the nature of the monopoly? 
In view of its universal service obligations, the Postal Service should continue to have some 
monopoly protection. Usually an upper limit is provided on the scope of the monopoly (e.g., in 
terms of a multiple of the single-piece First-Class postage rate).'^ The items in the regulated basket 
would be all services below the monopoly limit Thus, the monopoly limit would cover all First- 


^ A small part of the stock would initially be subject to en^^ioyee ownership. While questions would arise as to the 
stock’s market value since it would presumably not be quoted on the stock exchange, the problem is presumably not 
insuperable given that the largest delivery emnpany in tte world. United Parcel Service, is employee-owned. 

^ See M.A. Crew and P.R. Kleindorfer, *Triciog, Entry, Service Quality and Innovation under a Commocialized Pc^tal 
Service," in J. Gregory Sidak (Ed), Governing the Postal Service, The AEI Press, Washington, D.C., 1994. Our 
approach was in part in^nred by the worit of Ste^rimi Littlechild, the E>irector-General of the Office of Electricity 
Regulation, (OFER) in the U.K. See e^wcially, S. C. Littlechild Regulation of British Telecommunications’ 
Profitability, London: Dep artmen t of Trade and Industry. 1983. 

The amount of the limit should ideally be set as a funt^OQ of the universal service obligation (USO). The details 
are beyond the scope of this testimony. See the extended discussion of the USO in Crew and Kleindorfer, op. cit. 
supra, 1997. 
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Class mail, as presently, plus the rate for access to the local delivery network. The price-cap index 
that we would envisage would be rather simple. The regulator would cap prices for basic (single- 
piece) First-Class postage and for access to the local delivery network for the first ounce and each 
subsequent ounce, hi addition, the price of special services and services mandated by Congress, 
such as material for the blind, certified mail, and registered mail would fall within the price c^. 
The Postal Service would be ftee to raise rates at the rate of standard index-minus-X formula over 
the fwriod of the price-cap. With only two principal products in the regulated basket, the Postal 
Service would have to decide how much to increase the price for each product so as to keep the 
index of the two products within the rate of increase allowed. The Postal Service would be 
allowed to set all other prices — the unregulated basket-without regulation. Thus, Second-, Third-, 
and Fourth-" Class mail would not be subject to regulation. The Postal Service when subject to 
price-cap regulation would not have the incentive to cross subsidize its unregulated services as it 
might under cost-of-service regulation.*^ 

Although the Postal Service would have considerable latitude in pricing its barcode and other bulk 
mail operations, it would still be subject to certain constraints. In particular, its access price would 
represent a floor below which it would not be able to set its prices for its other services. For 
example, a rate for bulk barcoded mail could not be set below the rate for access. Similarly, the 
ceiling price that it would be allowed to charge would be the price-cap on single-piece First Class. 
Between the floor and the ceiling, the Postal Service would be free to set prices for its unregulated 
products (including all so-termed work-sharing products). In addition, a privatized Postal Service 
would of course be subject to the full force of £e antitrust laws just like any other private company. 

While our proposals represent a significant departure from the current practice of postal regulation, 
they are consistent with current practice in otha industries, as well as with Littlechild’s (1983) price 
cap proposal. As such, they carry all the well-known advantages and disadvantages of PCR. The 
advantages include the incentives provided for cost economy and efficiency, the reduced 
transactions costs in avoiding rate hearings, and the pricing flexibility provided in the competitive 
markets. In addition, the plan provides some protection against monopoly exploitation and a 
regulatory governance structure for resolving disputes. The disadvantages include problems in 
determining the initial level of the price cap and maintaining quality of service. Under PCR, the 
regulated firm has an incentive to reduce quality of service, since it can reduce costs and therefore 
increase profits as a result of reducing the quality of service. 

Setting the initial level of the price cap has been problematical in telecommunications because of 
the existence of significant cross-subsWes. However, with postal service, the main cross-subsidies 
ate not between products but within product classes. Thus, the main cross-subsidy of First-Class 
mail customers in outlying areas is provided by other First-Class mail customers. Setting the 
monopoly limit at, say ten times the First-Class initial ounce rate, is intended to address this 
problem. The conclusion that we draw is that the initial level of the price cap is not expected to be 
very different fiom the structure of current rates. Some one-time individual adjustments may have 
to be incorporated into the initial price cap to take into account, for example, the problems of under- 
funding of pension benefits and tte setting of a target rate-of-retum on capital. 


Third- and Fouilh-Class mail are now known as "Standard Mail" following leclassificatioo. See Opinion and 
Recommended Decision, Docket No. MC9S- 1 , Postal Rate Commission, Washington, DC. 

Under properly designed price caps, the incentives to avoid cross subsidization of competitive products have been 
examined in Ron Braeutigam and John Panzar, "Diversification Incentives Under 'Price Based' and 'Cost Based' 
Regulation,” Rond Journal cf Economics, Autumn 1989, 20(3): 373-91. 
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Under PCR an in^wrtant change takes place in the regulator’s duties. The Postal Rate Commission 
would have to be more concerned about quality of service to assure that service quality erosion does 
not take place in either of its two monopoly baskets of services (end-to-end First-Class and Access). 
Currently, the U.S. Postal Service and the U.IC Post Office employ independent consultants to 
monitor service quality. Such efforts would continue perhaps at an increased level with reports 
being made by the consultant to the regulator as well as the Postal Service. Continuation of such 
efforts would be relatively straightforward and important. 

A related area would be product mix. To be ^le to con^te in rapidly changing communications, 
postal, and delivery markets, the Postal Service shcnild be encouraged to be innovative. Product 
introductions should therefore be new services which would remain unregulated for at least three 
years or until the end of the period of the price cap, whichever were longer. This arrangement 
would provide the opportunity for the development of many new services, not just variations on its 
unregulated services. (If a new service were to replace an existing regulated service, permission of 
the regulator would have to be sought) The intent is to encourage product innovation. Thus, the 
Postal Service would not be subject to rigid line-of-business restrictions as embodied in existing 
reclassification procedure, which are unaffected by H.R. 22. 

It is important for tlte Postal Service to be innovative in the current situation of con^ietition and 
technological change, and these kinds of procedures would give the Postal Service an incentive to 
promote cost economy and to develop new services. By being guaranteed at least three years 
without regulation for new products that did not replace existing regulated products and being, 
therefore, allowed to keep all the benefits of the new product for this period, the Postal Service 
would be encouraged to develop new products. Postal customers would, however, still be protected 
from abuse of monopoly power by these procedures through the two-basket approach outlined 
above for existing services. 


4. Conclusioiis 

Absent major changes, the Postal Service will not be able to survive in its present form. There will 
be major r^uctions in employment levels and large reductions in mail volume. With around three- 
quarters of a million employees, such considerations can hardly be brushed aside. The wrong 
decisions now could be serious if they send almost three-quarters of a million people in the wrong 
direction. H.R.22 is important in recognizing the need for change and proposing incentive 
regulation, but it does not address the problem artequately. It docs not recognize the urgency of the 
situation. Just because the Postal Service is currently doing quite well does not mean that 
significant action can wait Now is the time, while things are still going well, to make changes. 
The objective of regulatory reform is to unleash entrepreneurial spirit now in the postal sector, both 
in the U.S. Postal Service, as the backbone provider, as well as in the growing number of 
competitors in the postal and delivery Industrie. What is needed is a new governance and 
regulatory structure for the Postal Service which will allow internal and external entrepreneurs to 
innovate and align postal services with the changing nature of technology and communications 
requirements in the age of the internet. 

We propose a privatized Postal Service operating under private sector labor relations practices, 
together with price-c^ regulation. The price cap would be confined only to monopoly services, 
namely, single-piece Hist Qass and a new product, “access” to the local delivery network. Other 
products would be considered competitive and not subject to regulation. With this system in place, 
the Postal Service would be able to compete and find its approfmate place in the maricet for postal 
and delivery services in an age of rapidly expanding electronic communications. 
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APPENDDS 2: FINANCIAL DISCLOSURES 

In the fiscal year ended September 30, 1996, Drs. Crew and Kteindoifer received $15J2g4.34 and 
$7,585.00 respectively in the form of consulting income from the United States Postal Service. 

fri Uk fiscal year ended September 30, 1996, the Center for Research in Related Industries 
received sponsorship for its conference "Managing Change in the Postal and DeUvety Industries" 
for the following amounts 


U.S. Postal Service $10,000.00 

U.S. Postal Rate Commission $5,000.00 

Federal Express $5,000.00 

United Parcel Service $5,000.00 

Price Waterhouse $3,500.00 


A complete list of sponsors can be found in Appendix 3 which provides a copy of the program for 
this yem's international conference. The Evolving Structure of Postal and Delivery Induhries. 


9 



113 


AR^NDIX 3: COM¥ER]^C£ m)6RAM 1997 


10 



114 


Fifth Conference on Postal and Delivery Economics: 


THE EVOLVING STRIJCTIJRE 
OF POSTAL AND 
DELIVERY INDUSTRIES 


June 11-14, 1997 
Helsingor, Denmark 


ixc STATE O' NBVjesPT 


RUTGERS 


Presented by 

CENTER FOR RE/EARCH IN RECUIATED INDUSTRIE/ 

at Rutgers University 


SPONSORED BY 

H University of Pennsylvania, Wharton 
School — Center for Risk Management 
and Decision Processes 
■ U.K. Post Omce 
H United States Postal Service 
H Xa P<»te 

H United Parcel Semce 
H Sweden Post 
H Canada Post Corporation 


V^eu^he Post 
B Federal Express 
B Finland Post 

B UNX (A Division of A.T. Kearney) 

B Post Danmark 

B United States Postal Kate Commission 
B Price Waterhouse 
B New Zealand Post 
B Coopers & Lybrand 


115 


THE EVOEVIN6 STRIICTCKE OF POSTAE ANB DELIVERY ETOLSTRIES 


5:00 - 6:00 pm Registration 

6:00 RwMption — by Price Wafe/Aoose 

World PostaHndustry Group 

7 ;00 Welcome and Introduction to Conference 

Michaoi A. Crew and Paul R. Kleindorfer 
Dinner & Speecb: Pate JuUus««n, 

Chief Pereonnei and Planning Execulivo, 
Post Danmark 

9:00 After Dinner Drinks 


Thursday, June 12, 1997 


7:30 a.m. BreakfaS 

9:00 • 10:^ IMQAL tSSl^ 

Chair; Oiuf Raidorf 

Discussants: Mario Ounn, Per Porsberg, 
and Pekka Leskinen 
Stephen Agar and Ian Reay: Postal 
Regulation and EU Competition Law 
Catherine Churehard, and Fran^iae 
Blum: The Poshii Network: Essantiai 
Facility or Commercial Asset? 

WBKam E Kova^: Postal Services 
ReguJatory Reform in Transitional 
Economies 

10:30 -10:»3 Coffee Break 
10:50-12:20 REFORM! 

Chair: Michael A. Crew 
Discussants; Jean-Paul Forceville and 
John C. Panzar 

Robert G. Taub: Postal Reform in the 
United States: A New Paradigm 
James I. Can^riMlI: U.S. PosM Refonn: 
a Competitor's View 
Nigel Attenborough and Jonatfian 
Sandbech: Employment Effects of 
Liberalizing Direct and Cross-Border Mail 
Axel Kirmass: Postal Reform in 
Germarty- 

12:20-1:45 Lunch 

1:45-3:15 REFORMfl 

Chair: Nancy Statsey 
Mary E Bimdy; An Examination of the 
Canada Post Mandate Review 
David Traw o rgy, Thwnu ^iwfcev. 
Oe^ Fronk fi NHebeei Krtioe: 
Regulation and Reform of Po^ 
Admirtistration; An information^ 
ComiNirison and Asseatment 
Commentary: Jt^n AHen 
3:15 Break 

6:00 Reception 


7:(» Dinner B Speech: Ian Bourne, Senior Vwe 

President and CFO, Canada Post 
9:06 After Dinner Drinie 


Friday. June 13, 1997 


7:30 a.m. Breakfast 
9:CK)- 10:30 Concurrent S^shm 
DEMAND ANALYSIS 
Chair: Bdrje Spor?g 
Discussants: Hansje Huson and 
Heikki Nikali 

John Nankeivis and Frank Hodiiguaz: 

How Important Hava Price and Quality 
of Service Bwm to Mail Volume Growth? 
ilmo Izutsu and lehisa Yanaura: The 
Summary of the Study on Repiacement 
of Letter Mail Services by 
Telecommunications Services in Japan 

REGULATION 
Chair: Edward J. Gleiman 
Discussants; Nancy Sparks, David 
Storar, and Tim Walsh 
Bernard ffoy and JoaHe Toledano: 
Terminal Dues «nd Market Structure: 
the ContribiAion of Economic Analysis 
Monika Plum: Is there a need for 
sector-specific regulation in liberalized 
postal markets? 

10:30-10:50 Coffee Break 
10:50-12:20 Concurrent Seseiom 
COST ANALYSIS 
Chair: Peter Johnson 
Discussants: Donald O'Hara, Rt^ar 
Sherman, and Anton van der Larrde 
Michael 0. Bradley end Jeffrey Colvin: 
More titan Kin or Less than Kind? 
Aggregating tha Components of Postal 
Costs 

Rodney Meddock: Some Evidence on 
the Economics of Local Delivery for Mail 
Jean-Pierra Fkmns, Cathy Cazals. and 
Marc OeRycke; Regrouping of Post 
Otilcss: Econometric V^ustion and 
Efficiency Measurement 

STRATEGIC ISSUES 

Chair: Jens Nielsen 

Discussants: Thomas Bakiry, Leon 

Pintsov, and Alan Rolrinson 

TaiA) LMienen: Sceruirfos as a Means 

of Strate^ Management of Finland Post 

Herbert Gilbert and Mary K. Pericine: 

Should Postal Operators Play in the 

Cyber-Mait? 


116 


12:20- 1:45 Lunch 
1:45-3:15 ENTRY-ACCESS 

Chair: John Dolling 
Discussants; John Hatdi 
Robwt Ed Chy, William ^rguson, 

John Wallar, and Spyros XanaMa: Cream 
Skimming Potential in the United States 
Postal System 

Marshall Kolin and Edward S. Smith: 

Profitabilfty of Mail Delivered on Rural 
Routes 

3:15 Break 

6:30 Reception 

7:30 D/nner S' WlUiam Henderson, 

Chief Opera^ Officer, United States Post- 
al Service 

9:30 After Dinner Drinks 


Saturday, June 14. 1997 


7:30 a.m. Breakfest 

9:00 • 10:30 UNIVERSAL SERVICE I 

Chair: John Reynolds 
Discussants: Sture Wallander 
Miehml A. Craw and Paul R. Ktaindorfar: 
Efficient Entry, Monopoly and the 
Universal Service Obligation in Postal 
Service 

Jens Nialaan, Rainer NKacha, and 
ChHadan Kofoad-Enavoldaen: Universal 
Service Obligation in the European Postal 
Sector-Tha Casa of Denmark 
David A. Rawnaley and NomI Lazar: 
Managing the Universal Service Obligation 
10:30 - 10:50 Coffee Break 


I <>inii I n; 


John Allen (New Zealand Poet) 

Thomas BaWry (Deutsche Post-AG) 
James CampMI (iECC) 

RofaffliCcrfien (U.S. Po^ Rate Comm.) 
Viipi Palo (Rrtand Post) 

Bill Price (Canada Post) 

Olul Raldorf (Post Danmark) 

David Rawnsley (LINX) 

Ian Reay (British Post Office) 

John Reym^ (U.S. Po^ Service) 
Marc Smith (U.S. Pc^i Service) 

Nancy Sparks (Federal Express) 

Bdrje Spong (Sweden Post) 

Jodlie Toledano ILa Poste} 

David Treworgy (Price Waterhouse) 
Sture Wailandw {Sweden Post) 

Anton van der Lende (UPS) 


I I S \Mi i;\i»i:\si:s 


•A registration fee of SSlO is payable to the Center for 
Research in Related IbJustnes. 

•The charge fcr food ^ lodging fcv tt« duradon of die 
Confoience is ^jproxtmatety 3.095 DKK. 

•The conference fee is waivrf for a limited number of 
employees of sponsoring organizations. 


i OM l ifii i: Si \l I 


fyofessor Michael A. Crew, Canfarence Director 
Ms. Linda S. Brennan. Conference Administrator 
Center for Researeh in Regulated Industries 
Graduate School of Management, Rutgers University 
180 University Avenue, Newark, NJ 07I02, U.S.A. 
Telephone: 201-648-5049 (Office); 201-648-1348 (fax) 
Michael Crew: 

908-221-0524 (Home); 908-221-0435 (fax) 
E-mail: nicrew(9pinack.rutgers.edu 

ot lbrennandgsmackJutgeR.edu 


10:50-11:50 


11:50-12:30 


12:30-12:35 

12:35-2:00 


UNfVERSAL SERVICE il 

Chair: Bill R. Prica 

Discussants: Eric Merkal-Sobotta and 
John C. Panzar 

Viipi Palo: A Comparative Study on 
Serricaspf Qanerai Interest in the EU: 
Universal Postal Services and the Network 


Professor Paul R, Kleiodorfer. Conference Co-Director 
The Wharton School. University of Pennsylvania 
Philadelphia, PA 19104. U.SjV. 

Telephone: 215-898-5830; 215-573-2130 (fax) 

E-mail; kleindorfer9whaiton.upenn.6dH 


f .It.lM. 


Ulrich Stumpf: The EU Framework for 
Ensuring Universal in 
Telecommunications: Lessons for the 
Postal Sector 

CONCLUDING PANEL 0{SCUSSK)N— 
Reguletion of Poetal Service and Competitfen 
Chair; Michael A. Crew 
Panelist: James I. Campbell. John C. 

Panzar, Roger Sherman, and Joelle 
Toledano 

Concluding Remarks —Michael A. Crew 


The Center for Research in Regulated Industries aims to fur- 
ther the study of regulation by research in Bconomics, finance, 
and instituQons. Its publications, seminars, workshops, and 
courses «nair> avaiiabie the latest advances to academics, man- 
ners, and regultfon. The Center's Joorsaltrf^I^^hnT 
Economka is an interaatirmal scholarly bi-monthly intended 
to ^ovide a forum for the highest quality researeh in regula- 
tory ecoDomics. 

The Center for Research in Regulated Industries is {de^ed fo 
be the recipient of The Hermes Award, 1992, award^ by the 
European Express Organization. 


Lunch (Conference Ends) 


2:00 Conference Ends 


117 


Applicadon Form for: 

THE EVOLVING STRUCTURE OF 
P<KTAL AND DELIVERY 
INDUSTRIES 
HdslDg 0 r, Dcnmaric 
JaiielM4, 1997 


NAME 

mi£ 

COMPAOT 

ADDRESS 


THJ^HnNKNUMBEB 

FAXNUMBBt 
E-MAE. ADDRESS 

Biiliiu Information: 

[jEmployee of sponsoring organiza- 
tion* — fee waived. 

Q Payment of $810 enciosed — check 
payable to Rutgers University.** 

O S«id invoice to participant at above 
address. 

□ Send invoice to: 


Until April 15, 1997 refunds will be allowed 
in full. After this date the conference fee is 
due in full whether or not the participant ac- 
tually attends the conference. Substinitioas 
may be made at any time. 


Sigtuzure of Participant: 


Please return completed application fonn by 
April 15. 1997*** to: 

Linda S, Brennan 
Rutgers University 
Center for Research in Regulated 
Indui^es 

1 80 University Avenue 
Newark, NJ 07102, U.S.A, 
or FAX yonr appUcadoa to: 

(20l)64S-i348. 

* Sponsorship nwst be paid for 1997. 

Make clie(d( in U.S. payabie aa 

“Ra^rs Unjvetsxy." Cre^t caitis ste not 
aixqxable for payment of conference fees. 
*** Space is highly limited. Early plication is 
advised 


M*l \KI KS \MI i»lS4 I SS\MS 


STEPHEN AOM*. Aa«. Daedor-^MW SarviCM & Regui^ian, Office Lagti SwviCOT 

UOHN ALLEN, Geoerei Manag e r Ptarin i n flandCot t« r iu i iA;til om.NewZed«ndPo«t 

Nne. ATTENTOftOUQH, Aeaociate Direclor, NERA 

THOMAS BALORY. Manager— Mulwting Sarvfcea intepost Deutsche Poat-AQ 

PRANpOlse BLUM. SeMorCompMieor Law. CaNoni CharKe 

MICHAEL D. BHAOLCV. fh ole ea or, Oeorgs Washinglon LMvwrsity 

MARY E. BUNOY Director. LINX 

JAMES L CAMPBELL, Counsel. Federal ExprsM Corp. 

CATHY CAZAIS. ReMWCher. IDEI 

CATHERWe CWffCHARD, Legal Sarvtoaa Ohector, U.K. (host OHiot 

ROBERT COHEN. Otrector, Tetfa^ AnaiyNt & Ptswins. U.S. Pom RaM Coivm^aeion 

JEFFREY COLVIN. Phneipai SsnorrM, U.S. Posttf SetMee 

MICHAEL A ^tEW, Protaeaor. Rutgers Universiey 

MARC OE RVetUL U Posts 

JOHN OOLUNQ. Heed Strategy Development Royal Man 
MARIO OUMN, Head Of Posey, Common ta aflooe Worto Union 
JEAN-PIERRE FLORENS. PrcilBssor. IDE! 

JEAN-PAUL FOHCEVILLE. Heed— Strategic Planifkation Department La Pos» 

PER FtmSBERQ. Sweden Poet 
DAVU> FTHHIK, Ecorwrritt. US. PoeW Service 
HERBERT GUL8ERT, Economist U.S. PosiM SerMw 
EDWARD J. GLSHAN. Ctwirman. U.S. Postal R^e CommisMon 
JOHN HALOI. PresKlent HeMl Aaeodatea, Me. 

HANSJE HU80N. ConsulMnt— PoeW AlleIrs. PTT Poet Nethertanda 

IKUO aUTSU. Director. IPTP— MMstry of Poets and Teiecommuniealions 

PETER JOHNSON. SerSor Vies Praaidam, UNX 

MICHAEL KEHOe, Consultant Price Watsmoute 

AXEL KHIMESS. Bundsamiristartum (Or Posa und TsMcommunikatlon 

PAUL R. IGEJNOORfER Profaaior. Uriversily of PannsytvarMa 

CHRISTIAN KOFOeZ>«MVOU>SEN. Head of OtganizMon end Post Osnmaik 

MARSHALL KOUM. Economist OS. PosW Service 

WILLIAM E. KOVACIC. Aasodate Prefsessr. George Mason UiYversty 

NOMI LAZAR. Resserih Asaodats. UNX 

PEKKA LESIQNeN. GenerW Counsel, FT-FMIand Ltd. 

TAPK) LOKANEN. SusMesa PtanW^] Manager. Finland Post 
RODNEY MADOOCK. Prolssaor. U Trcbe Universily 
ERIC MERI^-SOBOTTA. DIrsclDr— Eiaopean ARain. Unttsd Paitei Service 
J^«l NANi^IVtS. Reader. University of Surrey 

JENS NIELSEN, Marwger-Centre of EnMiancetw Postal ContultMg.M»V^tarh«ise 

HEIKKI MKAU, Researoher. FlrWnd Post 

RAINUI NRSCHE. Manager, Price Wataitwuse 

DONALD O'HARA, PrMcIpN EconomM. U.S. Postal Service 

V1RPI PALO, Pre^ Maneger-QuaWy and Business Devalopmant Fnland Post Ltd. 

JOHN C. PANZAR. LoiSsW. Msr* P rp f sssor of Economie s . Northwes t ern Unlvsrsity 

MARY K. PERKINS. Associate P ro l eeeor. Howard University 

LEON PINTSOV, FaSow-Advinoed ConospB and Tachnotogy, Pitney Bowes. Inc. 

MOMKA PLUM. Senior Economist WIK 

BILL R. PRICE. DIraetor-Rsts Econondee A Product Costs. Canada Pest 
OLUF RALOORF, Deputy Oireclor— Sales & Uariuting. Post Danmaric 
DAVID A. RAWHSLEY. Senior Vtoa PresidanL UNX 
IAN REAY. Head of Operailona nasenreh, U.K. Post Ofllce 
JOHN REYNOLDS. Mwager of Cost Analysis. U.S. Postal Se>v1c« 

PAUL RICHAR08, Economic ConsultMrt BriOah Postal Considtancy Sanrica 

ALAN ROBINSON. Principal. Direct Comnunicatlone Qroup 

FRANK RODRIQUEZ. Head of EconoWes Qroiv, U.K. Post Offloe 

TCRNAAO ROY. U Posts 

JONATHAN SANDBACH. Sanlor CorwilBnt ^eRA 

THOMAS SHARKEY. Ectnomiat U S. PceW Service 

ROGER SHERMAN. Protssser. univenity of Virginia 

EDWARD S. SMITH. Economist. U.S. PosW Sorvica 

NANCY SPARKS. Managing Aaptrwy R a g ulal c sy AflaPs. Federal EigiraaB 

bDrJB SPONO, Group Conirolsr. Swedir> Poet 

NANCY STAI8EY, ParMar, Price WalwhouM 

DAVID STORER, IMndpai, Coopers & Lytirand 

ULRICH STVMPf . Deputy Director. WIK 

ROBERT Q. TAU8. Pr.Stf.Mam JCbW Mvasdgator. Houaa S u bcommWae on Me PoaMI Service 
JOOLE TOLEOANO, Hoad of EcmNee and MaRng PTQspecdvse Oapebnent U F^rete 

DAVID THEWORQY, Prindpai ConaWM. Price WMahouae 

ANTXm VAN OER UWDE. Vice PraaMHil— Put*: AlUre IritMnaSonai, United Pwoal Servica 
STURE WALLANDER, Swedsn Post 

TW WALSH, Dlraclot^nta ma SonM AMrs and Dual new Strategy. Royal Mai Intamailonal 

lEHOA YANAIIWL Ser*)r Raeawm omear; IPTP-MMWiy d Poms ai>d Talecomrmnicationa 


118 


Mr. McHugh. Thank you, Professor. 

Are you sure you don’t want to take a few minutes and talk 
about the good things? We appreciate your comments. 

I would like to start out on a kind of general basis, and before 
I do that, let me first of all recognize the presence of the gentleman 
from Illinois, Mr. Danny Davis, who has joined us. He has been a 
real stalwart since appointment to this subcommittee, and we ap- 
preciate his presence. 

The gentleman from Ohio, Mr. Steve LaTourette, had to leave to 
preside over the session which began a few moments ago. We ap- 
preciate his being here as well. 

Professor Kleindorfer made some comments about what the fu- 
ture looks like. I can tell you that we didn’t get involved in this 
procession just for the exercise. We felt that there was a need to 
prepare for the future, and we felt as well, at least strategically, 
it is better to act absent an immediate crisis atmosphere, where 
you can think about things in a more reasoned and reasonable 
manner. 

Listening to Dr. Popkin, I am not certain he would agree with 
the need to make what he might consider overly dramatic changes. 
I am always reminded of the old saying: Before the Little Big Horn, 
George Custer was undefeated. I think we do have to worry about 
tomorrow. 

But if there is no need, if the Postal Service of tomorrow is going 
to be fine, then there is no need to do this at all. So I would like — 
and Professor Kleindorfer mentioned some of the things that he felt 
would happen — I would like to have each of you just respond to 
what you think the future of the Postal Service will be under sta- 
tus quo, be it good, bad or indifferent. 

I know that a number of you have not been involved in postal 
issues, but you did take a lot of time — and I appreciate that — in 
looking at the Postal Service vis-a-vis the rate structure we are 
talking about. If you formed an opinion, I think it would be inter- 
esting. Maybe we ought to turn out the lights and go home. 

Mr. Kwoka. I am not an expert on the Postal Service, but I have 
spent a bit of time looking at the issues here, and I would offer the 
following opinion based both on what I am familiar with in the 
Postal Service and other industries. 

Advocacy of price gap regulation stems from the belief that the 
cost of service regulation in any context where we have seen it does 
not work well, does not encourage efficiencies, and, almost without 
exception, except for badly flawed plans, will produce a superior de- 
gree of efficiency and benefits to both consumers and the compa- 
nies. 

So I would offer the view, based on a wide range of other compa- 
nies and industries both in this country and others, that taking ex- 
actly the same enterprise, subjecting it to the incentives of rate of 
return regulation, and then, in the alternative to the incentives 
under price caps, there should be little doubt which of those will 
produce a superior set of performance records in the future. 

I have no crystal ball, particularly with regard to how the Postal 
Service might perform in the absence of some cut over to price 
gaps, but the straightforward comparison that I think is embodied 
in H.R. 22 and is before this subcommittee is one that I think of- 
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fers a great deal of credence to the view that price gaps, at a min- 
imum, ought to he able to improve on whatever it is in the alter- 
native that might happen to the service. 

Mr. McHugh. Thank you. 

Dr. Rose, you noted particularly that you had not worked on 
postal issues before but you enjoyed this. 

Mr. Rose. Right. 

Mr. McHugh. I want to hear you say that when you walk out 
of the room, but we believe you for now. 

Mr. Rose. It is actually getting better. It is more interesting. 
Well, most of my remarks and what I wrote was focused on price 
caps and what you are proposing in H.R. 22. 

There is an aspect in H.R. 22, that I warmed up to that I recog- 
nized in the utility debate, and that is Aunt Minnie. I think Aunt 
Minnie is in there. And that is the idea of preserving some basic 
service in the form that most people have become accustomed to. 
My general impression is, the Postal Service does a very good job 
on that. 

In the utility field, even in the talk of restructuring, there is al- 
ways, we are going to have to take care of — there is no Aunt Min- 
nie, we usually talk about little old ladies freezing in the dark as 
the problem, and where little old ladies in sneakers is what they 
say in telecom, it is the same equivalent argument. You have to 
have some kind of basic service, some kind of fallback. 

That is what I perceived, and I could be wrong on this, but that 
is what I perceived was going on in H.R. 22, to set those aside. 
Clearly, if in the extreme, if there was competition for First-Class 
letters and First-Class cards, I don’t think Aunt Minnie would be 
able to mail a Christmas card to her nieces and nephews across the 
country for 32 cents. That is a heck of a bargain, and we have to 
recognize that. I think I recognize the need to want to preserve 
that, and I recognize that same thing in the utilities. 

So that is what I think is going on, not so much as trying to open 
up everything to competition, even though, as an economist, I am 
genetically predisposed to think competition is better for every- 
thing, but I recognize the limitations. 

Mr. McHugh. Thank you, sir. 

Before we proceed to Dr. Popkin, I want to recognize Pete Ses- 
sions, Congressman Sessions, the gentleman from Texas. 

Thank you for joining us, sir. 

Mr. Sessions. Thank you. I appreciate that. 

Mr. McHugh. Before we ask for your comments. Dr. Popkin, let 
me just say, I couldn’t agree with you more with respect to the 
very, very admirable job that the Postal Service, and particularly 
the postal workers, have done. 

I have said many times to similar meetings such as this and in 
various forums, I live in a very small community that relies very 
heavily on a universal delivery standard that is delivered and 
brought to us by those postal workers, and they have my utmost 
admiration. 

What I am concerned about is what happens tomorrow or the 
day after tomorrow without these kinds of changes. You feel, I sus- 
pect, that this procedure is not necessary. But I don’t want to put 
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words in your mouth. What do you think the Postal Service of to- 
morrow would look like under status quo? 

Mr. POPKIN. I think that in the context of the way you have 
framed this: What is the future for the Postal Service? as I hear 
Mr. Kleindorfer describe it, I think the only way the Postal Service 
could resolve the future he has in store is to become a Microsoft 
or an IBM. 

The problem is electronic communication. There is no wage and 
price at which the Postal Service can compete with electronic com- 
munication. That is going to happen. That is technological 
progress. We can’t turn that back. 

Rather, the way I view it is that there is a delicate balance that 
you have in this institution, that the institution called the Postal 
Service creates. In jargon my colleagues on the panel would recog- 
nize, the various forms of alternative communication, such as elec- 
tronic communication, create what are called contestable markets. 

The Postal Service really isn’t a monopoly. Some of its markets 
are contested. By the same token, it does a very helpful thing for 
the U.S. economy. It resolves a very difficult cross-subsidization 
issue that Mr. Rose was talking about. In other words, how do you 
get mail to Aunt Minnie at 32 cents out in farmland in the United 
States? 

When I look at the problems that we are having in resolving 
cross-subsidization issues, I think there is an ongoing debate — ^you 
read about it almost every day in the paper — between the long-dis- 
tance and local telephone companies, about this access charge, 
which really is a cross-subsidization. These are very difficult mat- 
ters to handle. 

Mr. Sidak mentioned maybe there are some alternative ways to 
deal with cross-subsidization. I think that is what they are strug- 
gling with in terms of Internet access, some kind of pools where 
companies put some money into something and that can be used 
to hook lines up to all the schools in the hinterland. 

But I think that the biggest competitive threat is a technological 
one that you can’t do anything about, and meanwhile the Postal 
Service faces contestable markets and yet it makes this very deli- 
cate transfer by providing universal service at uniform rates. 

So I am upbeat. I am a fan of the Postal Service. 

Mr. McHugh. I am as well. Believe me, one of the primary objec- 
tives I have personally is to keep that universal service into what 
you call the farmland. I would like to keep it into the inner-cities 
as well. I think all of that is important. But I appreciate your com- 
ments. 

Mr. Sidak. 

Mr. Sidak. Thank you. 

Universal service is an issue that comes up in every one of the 
regulated industries. It is useful to look at what Congress did last 
year in the Telecommunications Act. It said universal service is im- 
portant, we are going to preserve it. We are even going to expand 
the definition to take into account new technologies. But we are not 
going to tolerate monopolies. State-sanctioned local exchange mo- 
nopolies are preempted. 
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Of course, there wasn’t anywhere on the table a proposal to re- 
sort to public ownership of telecommunications networks in the 
name of providing universal service. 

Now, what has happened since the act passed? A Federal-State 
joint board has met, and it, in accordance with the instructions 
that Congress gave, has attempted to identify ways of making sub- 
sidies transparent and explicit, rather than hidden in the rate 
structure, and to make them competitively neutral so that they 
don’t favor any one competitor in the market. 

That is a process that follows efforts by many of the State com- 
missions for several years now to address universal service in 
telecom and in other industries. In New York, for example, there 
is a case that has been going on since 1994, to address the funding 
of universal service in a competitively neutral way in local teleph- 
ony. 

I think part of what we are seeing is that the Postal Service is 
a giant army that has been assembled to win the war of delivering 
universal service. We have won that war and now have a large 
standing army. We have to figure out what to do with that army 
now that the mission is accomplished. Particularly if electronic 
means of communication make letter mail less important to con- 
sumers in the future, there will be a large labor force that is not 
as necessary to a public mission as it once was. 

That, in turn, I think, raises a question of what is the future ob- 
jective of the Postal Service and its management. I am concerned 
that the Postal Service not stray farther and farther away from the 
original mission of this public enterprise, which was to provide uni- 
versal service and bind the country together. I think that the Post- 
al Service has accomplished that goal admirably. 

Mr. McHugh. Gentlemen, I will defer to you. Who prefers to go 
first? 

Mr. Kleindorfer. I would like to comment briefly directly to the 
question you raised, Mr. Chairman, about whether the future is 
rosy or not. 

Our view is that one doesn’t have to know exactly what the fu- 
ture is in order to know that flexibility and the opportunity to fit 
well are important attributes. 

I personally view, having reviewed over the past 7 or 8 years the 
issues of the technological threat and erosion of mail volumes, es- 
pecially in the advertising area — I have some views about what is 
happening there. I think my views are perhaps best put in terms 
of saying that there is a real threat from electronic competition. 

The vast majority of mail, First-Class and bulk mail, either origi- 
nates or destinates with business. Those businesses are looking for 
opportunities to more effectively communicate. They are going to 
find them. With the growth from a mere 1 million Internet users 
in 1996 to 100 million projected by the turn of the millennium, we 
can expect them to find success in this respect. 

So business as usual? I would expect a bureaucratic enterprise, 
certainly one that is very devoted, and I would take nothing away 
from the intent of the people that work there. 

But the opportunity to compete and evolve will not be there. 
They will be forced to go through lengthy procedures, just as they 
do now, to reclassify, to introduce new products. There will be sig- 
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nificant line of business restrictions, inflexibility will naturally ob- 
tain, and I do not see that as providing the necessary confluence 
with an adaptive communications marketplace. 

If they change, then I see actually a fairly — I believe what we 
have heard and what we know about the competence of the postal 
employees here and the management, I think we can anticipate 
those folks can compete just like Microsoft or IBM, but they have 
to have the framework within which they can do it. 

To try to reinvent all of corporate law, everything else that actu- 
ally surrounds the private firm through a piece of legislation, that 
is not going to work. We have got huge legal precedents and proce- 
dures that define exactly what it is to be a corporate entity. 

It seems to me that that is our hope for not just a so-so future 
for the Postal Service but for a future that, in fact, emulates that 
which our private sector has gone through in the last 10 years 
through its own restructuring activities, giving us a tremendous 
boon in employment, a tremendous boon in satisfaction for those 
who even have been outsourced and started new businesses. Those 
are the kinds of activities that arise naturally from trusting in the 
market. 

If we trust in bureaucracy, I am afraid we will get further and 
further entangled into it, just as my colleague. Dr. Sidak, has ex- 
plained as the other alternative. So business as usual, means bu- 
reaucracy, change with I think we have got some hope of evolving, 
of seeing an adaptive Postal Service as a part of the next millen- 
nium. 

Mr. McHugh. Thank you. 

Dr. Crew, would you like to add something? 

Mr. Crew. I would add little to that, except to say we have been 
thinking about this and working on this problem for a few years, 
and in fact this particular issue that we proposed in our testimony 
for reorganization of the Postal Service was first unveiled 2 or 3 
years ago at a conference at the American Enterprise Institute or- 
ganized by Mr. Sidak. At that particular conference, we actually 
came short of recommending privatization. 

But I think my colleague put it very well when he said that we 
don’t want to reinvent the whole of corporate law and things like 
that to make this work. We have got an institution, the private cor- 
poration, which could do the job, and that would be the way to go 
in the present situation. 

In terms of why do we see the picture as somewhat bleak, in the 
international conferences that we have been participating in, most 
of the Europeans are much more concerned about market erosion 
than people seem to be here. The papers have been written, econo- 
metric papers on this, that show significant competitive effects 
from electronic media, and much, much more important, growing 
potential. 

Mr. McHugh. I am probably getting close to the 5-minute limit. 
I would like to yield to the ranking member and thank him for his 
patience. 

Mr. Fattah. Any time the chairman is talking, I don’t even look 
at the clock. I do understand the role of the minority here in the 
Congress. 
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Let me say that the future is now in many respects, because I 
am going to have to depart from this hearing very soon, but I do 
want to make a number of comments. One is that I do appreciate 
all of your testimony today and the various levels of inspection you 
bring to this matter. 

I am concerned that perhaps some of us are working at cross 
purposes inasmuch as I am not sure that we are talking about the 
same thing. I want to work with the chairman, and I know that 
he is interested in reforming the Postal Service. 

But I am interested in reforming it as a public good and a public 
enterprise dedicated to public service, which I think is the basic 
mandate under which it is operating now. And the notion of privat- 
ization, and even some of what has been talked about in terms of 
commercializing the Postal Service, concerns me, because I think 
that, as economists, obviously you are looking at a different set of 
dynamics than perhaps those of us as public officials may be look- 
ing at. 

I am much more interested in Aunt Minnie, I think was the term 
of art Mr. Rose used, and whether she can have a reliable vehicle. 
She may not be surfing the net, not today, not tomorrow, and not 
any time in the near-term future. 

And I note that there is a lot of interest in thinking about what 
the future may bring, and the Government itself is taking certain 
steps. We are moving all of our payments to electronic form. That 
is going to cost the Postal Service $100 million. This is a real issue. 

But I am not sure price caps, in and of themselves, address any 
of the issues relative to the competition brought on through elec- 
tronic devices, issues of communications. The reality is that we 
need, I think, to ensure, first and foremost, universal service to 
Americans across the board. 

We can talk about our European neighbors if you want. I would 
not benchmark any of their systems of mail delivery as a focus to 
begin the discussion of how do we reform ours. We have the best 
in the world, from all that I know, and I have spent some time 
looking at this, and I think the chairman is correct that we must 
be concerned about what steps we take. Even in our haste to do 
good, the Congress has been known in the past to make things that 
are going well disappear, in our haste to show our importance to 
the process. 

The Postal Service, as has been pointed out, for 32 cents, does 
a hell of a job today. The question is really, how do we improve 
that without destroying it? IWiich is where I am in this process. 

So the ratemaking process, as best as I can discern, is a process 
that is overly cumbersome. It takes 10 months, at best. It allows 
a lot of interested parties to participate in that process in ways 
that are interesting, to say the least, and the question is, can we 
expedite that? Can we have a service in the contestable markets, 
if you will? There could be some flexibility in price to important 
customers. There are other ways we can look at this. And can we 
also protect the marketability of those private sector enterprises 
that have joined and are, in fact, an important part of our way 
business is done now in this country? 

I think there are some issues to work through, but I don’t want 
us to use a sledgehammer to approach this. I think we ought to be 
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very, very careful that we don’t take what is the best Postal Service 
in the world and, through some notion of economic purity — and I 
have spent some time at the Wharton School with my friend; there 
are a lot of interesting theories about how things should work, but 
this is also the practice. 

In practice, the reason why we created public monopolies for a 
whole range of services in this country was where there was an es- 
sential need to make sure the service was provided, and that the 
profit motive, in and of itself, may not take care of Aunt Minnie’s 
mail. In fact, it may work against her getting her mail in some 
cases. We created public monopolies to ensure those services. 

Whether we are talking about police or fire, I would rank right 
up there mail delivery, that it is an important public commodity 
and service that needs to be protected through this reform process. 
We need to find ways to improve the prospects of a future that is 
brighter than the one that has been predicted by some. I look for- 
ward to working with the chairman in that regard. 

Mr. McHugh. I thank the gentleman. 

I know Professors Kleindorfer and Crew have to leave very short- 
ly- 

Mr. Kleindorfer. Excuse me, sir. 

Mr. McHugh. As of right now. That is shortly. Thank you for 
coming. 

Mr. Fattah. They are leaving on Amtrak, another Government 
supported 

Mr. McHugh. I thank the gentleman for his comments. I can as- 
sure him our objectives are identical. We will work together, and 
we are looking forward to that. 

In fairness, would anyone like to respond, at least for the record? 

Mr. Kwoka. In listening to Congressman Fattah say that those 
here are speaking to different points, that, of course, I think, is 
characteristic of, any time you get five or six economists together, 
you will get at least an equal number of opinions on most any 
issue; that is right. 

But in keeping with his admonishment to focus on the most im- 
portant issues, I will simply hark back to the conclusion of my 
statement where I said an important part of any reform is to keep 
the task simple. 

To the degree that this subcommittee wants to take on a range 
of issues or append a series of other policy reforms at the same 
time, that, obviously, is its prerogative. But the downside risk of 
that is that there may be something lost in the process as well. 

Universal service need not and should not be sacrificed. Privat- 
ization may be a desirable feature in some industries. This, the 
Postal Service, may or may not be such an enterprise where privat- 
ization would work the wonders it has elsewhere. 

But those decisions do not have to be made, I think, simulta- 
neously with that which is proposed in H.R. 22. One can simply 
look at a straightforward comparison between a public enterprise 
with universal service where ratemaking is governed through cost 
of service regulation, and compare that very same public enterprise 
with universal service obligations, and compare its operation under 
cost of service. 
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If one can come to a conclusion as to the wisdom of price caps 
and, in the alternative, to cost of service regulation, then the other 
issues need not be addressed at the same time. 

I, myself, have seen no reason why universal service has to be 
compromised in any fashion whatsoever. I also share most of my 
colleagues’ views that privatization is a good idea in most enter- 
prises, though I have conducted economic research that shows that 
in some other utility areas that it is not unambiguously always 
preferable. 

I think there are some reasons why public enterprise, as the 
Congressman stated, may serve the public interest considerably 
better under circumstances that many of us can identify. So I 
would second the notion that focus on the narrower issue of which 
regulatory regime is superior is one that can be done in isolation 
from some other policy reforms that others may choose at a dif- 
ferent time. 

Mr. McHugh. Thank you. 

Mr. Sidak. 

Mr. Sidak. Mr. Chairman, I would just add that when you are 
looking at the different regulatory regimes, don’t forget competi- 
tion. One option that certainly is available to Congress is to narrow 
or repeal the statutory monopolies that currently exist and to facili- 
tate competitive services in those areas that currently are limited 
to the operation of the Postal Service. 

I also agree that universal service is not something that has to 
be sacrificed. Speaking for myself, I have never been elected to 
public office; so it is not my place to say what the level of the uni- 
versal service should be. But the role of an economist is to say, 
once the policymakers make that call, how you can deliver that 
level of public service in the most efficient way. 

That is why it would be useful to consider, for example, putting 
out to competitive bidding delivery to high-cost areas. Who can pro- 
vide service to Montana with the least amount of subside. Do it the 
same way that we put out all forms of Government contracts to pri- 
vate providers who, on the basis of price and quality, can deliver 
the services. 

Mr. McHugh. Just let me say a couple of things about the intent 
of the bill. We are attempting to recognize, that while giving flexi- 
bilities, and allowing the Postal Service to compete, to, in fairness, 
require them to compete, we do narrow the monopoly to some de- 
gree. I am sure it is not as deep and as extreme as you and per- 
haps others would like. I understand that. We could talk about 
that further at another time. 

But I think the point of your comment is not lost upon us. I un- 
derstand that, and I think it is well founded. 

Dr. Popkin. 

Mr. Popkin. I just wanted to make a comment on the competitive 
model, and it is this: I can see the competitive model working very 
well. In fact, in the example that Mr. Sidak used, it was a model 
where somebody came in and did the work or competes or delivers 
with the Postal Service. I can see that. That is not hard to envision 
in your mind. 

What I find hard to envision is what the Postal Service buys in 
return, unless it can turn itself into a Microsoft or some Internet 
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provider or something like that. I think as far as these competitive 
products that we talk about, that the Postal Service in certain 
areas would he competitive, but I don’t see at this point what those 
areas are. 

So it seems to me that the competitive model runs the risk of 
taking more away from the Postal Service than it puts back. 

Mr. McHugh. Again, and there is neither the time nor really the 
need to get into debate about that, the theory of what you are buy- 
ing is flexibility, the lack of which, as I think you heard Dr. 
Kleindorfer say, has in his views — and I share those views — some 
rather dire long-term consequences of the decrease in regulatory 
burden that attends part of the PRC procedures. 

You also have the flexibility to introduce new products that at 
least the postal administration feels is important to be able to 
change as the environment changes. You could argue this bill 
doesn’t do that, that either that is not necessary, but that in theory 
is what is being bought here. Whether it is fair purchase is the 
issue; I understand that. 

Dr. Rose. 

Mr. Rose. First of all, let me just chime in with what Mr. Sidak 
and Dr. Kwoka said on the issue of universal service. I think Mr. 
Sidak was saying earlier, on the point of utilities, that is not really 
a conflicting goal. You can have lots of competition in those services 
that are competitive and still meet your universal service stand- 
ards. That has not been a problem. Once you have decided that is 
what you wanted, then you should go ahead with that. 

But I want to go back to a point I think Mr. Fattah was also say- 
ing. He was also saying something about making it simpler. This 
kind of gets back to the price cap, which I thought was the original 
intent of the hearing today. 

Mr. McHugh. We sometimes lose our way. 

Mr. Rose. Obviously, universal service is very important. Making 
it simple though, I think if that is the objective, as I made in my 
opening remarks — if the objective is to make it simpler, something 
simpler than cost of service, then price caps is probably your an- 
swer. If the objective is to lower costs, then that is what I am skep- 
tical of I don’t think you are going to get that. 

Let me say that critics of price caps will often point out, it is just 
as expensive or costly to do that as it is cost of service. I think that 
is true in the beginning, when you first get them running. But once 
it is running, the administrative costs do tend to be lower, and they 
can function quite well. 

I can’t make a prediction if that would be true in the Postal Serv- 
ice, but just from our experience in telecom in particular, once they 
are up and running, they are a little bit simpler. 

Mr. McHugh. Mr. Davis has been very patient, sir. Thank you. 
I am happy to yield to however belated that yielding might be. 

Mr. Davis. Thank you very much, Mr. Chairman. I certainly ap- 
preciate the opportunity. 

I would like to make just a couple of comments based upon the 
discussion. It seems to me that a great deal of the suppositions rel- 
ative to the utilization of price caps have centered around the expe- 
riences of public utilities, and I am not absolutely certain of the 
similarity or dissimilarity of the Postal Service System with that 
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of some of the other entities that we have designated as being pub- 
lic utilities and the other aspect of that as well. 

I am not sure where the role of the consumer really fits. Even 
when we have used other public utilities as an example, there has 
always been a need or a feeling on the part of consumers that in 
some instances they were being shafted, left out, or there was a 
need for some recourse. That aspect concerns me a bit. 

Also, when we talk about further privatization — and I am one of 
those individuals who don’t necessarily believe that privatization is 
a panacea for everything that ails us, that all you have got to do 
is privatize it and all of a sudden, whatever the problems, whatever 
the needs, whatever the differences, whatever the difficulties are, 
they go away, or that every time we talk about reform that it 
means we are going to improve. 

Sometimes reform simply means to change, but not necessarily 
to improve. Sometimes actually it even will make matters worse 
rather than better. 

I guess the one question that I wanted to raise is, can we really 
see the impact of further privatization as it relates to the Postal 
Service? And I don’t think you can discuss one aspect without the 
other. I come from a school of thought that says, unless it is bro- 
ken, I am not sure that it really needs to be fixed, that certainly 
you need to keep looking at it, you need to analyze it, you need to 
try and project what the future will bring. 

So my one question is, what are we trying to really fix? What? 
What are we actually trying to fix? I know what we are trying to 
change, but what are we trying to fix? 

The other question would be, what impact would privatization 
perhaps have on the ability to provide the universal service that I 
think everybody has indicated is a key component of the system 
and has to continue if the system is to work? 

Mr. McHugh. Can we just establish for the record before they 
respond that your question vis-a-vis privatization, I assume, is 
based upon some of the comments here today, and not with respect 
to H.R. 22, because that bill does not privatize? 

Mr. Davis. That is correct. 

Mr. McHugh. Thank you. 

Gentlemen. 

Mr. Kwoka. Let me address in particular your question. Con- 
gressman, with regard to what it is that ratemaking reform is 
striving to fix, as you say. 

In the industries where price caps and other forms of incentive 
regulation have been put in place, in many instances what has mo- 
tivated or prompted those changes has been precisely what I think 
has prompted H.R. 22, looking ahead and envisioning greater dif- 
ficulties with conventional ratemaking procedures and a future 
that is subject to greater uncertainty, to more technological change, 
to dramatic shifts in demographics and other features that put 
ever-increasing pressures on traditional rate making procedures. 

When price caps were put in place for AT&T and the local ex- 
change carriers and for electric utilities at the State level, in many 
instances there wasn’t necessarily a crisis that happened or any 
particular issue that needed to be fixed at the time. Rather, what 
was intended was to establish in advance of any such crisis a rate 
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structure or rate-setting procedure which would he more flexible 
and adaptable to changes that everyone could foresee. 

At the same time, your concern about what is in it for the con- 
sumer has been very much at the forefront of the minds of most 
regulatory commissions at both the Federal and State levels. 

The intent in the case of the Postal Service could be stated — I 
wouldn’t presume to state what it, in fact, is but could be stated 
as follows: The chart that Dr. Popkin showed indicating what the 
postal price rate of change was over the past 20 years or so. The 
intent of price caps would be to decelerate that rate of increase. 
Wherever that line lies relative to CPI or CPI for services, the in- 
tent would be to decelerate its further increase. 

In particular, if there is concern over the 32-cent stamp, the 
Aunt Minnie services, or services to rural or any inner-city areas 
that are particularly vulnerable to cross pressures and other such 
impediments, those can be separately capped or put in baskets, as 
they were in the case of the telecommunications industry. 

Local residential dial-up service was capped separately so as to 
ensure that there was no rebalancing of higher rates to those con- 
sumers for the benefit of lower rates to others. 

Price caps allow, in short, to maintain or improve on any struc- 
ture of prices the rate of return regulation does and then to offer 
price decreases on average and perhaps price decreases targeted to 
particular consumers. 

So the intent, in short, would be as it was in these other regimes, 
to introduce pressures for cost efficiency and to moderate rates of 
price increase and to offer perhaps particular protections for those 
prices and those services that were seen as socially most important. 

Mr. McHugh. Dr. Rose. 

Mr. Rose. Let me try to answer your first question, which I 
think was, what is the difference? 

There is a significant difference between utilities, electric utili- 
ties, telecom, gas, and postal customers. That is true, and I ac- 
knowledge that. But the electric utilities and gas and telephone 
were all regulated by cost of service regulation historically, and for 
a number of years now, 20-some years, the Postal Service has been 
regulated in a similar way. 

Now in the last 10 years, the telecom and the others a little lag- 
ging behind have been evolving into price cap regulation, and I 
agree with all of the advantages that Dr. Kwoka mentioned as 
there being with that. That is the reason for the change. 

So the idea is to just try to form a similarly regulated industry 
rather than trying to say these are exactly the same, and therefore 
it is exactly transferable. 

If you are going to adopt a price cap approach, as I tried to point 
out, where some of those differences are, like, since it is a nonprofit 
organization, the motivation is different, you will have to come up 
with something, a means of adopting it to Postal Service regula- 
tion. You can’t take it wholesale from the utility side. 

But there are lessons that we have learned in the utility side 
that I think are transferable and probably shouldn’t be lost. That 
is an advantage that I think you have now, that is to learn some- 
thing from that. 

Mr. McHugh. Gentlemen. Dr. Popkin. 
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Mr. PoPKiN. I think Professor Kwoka’s comments about having 
an objective — that it is the objective to come out with a price in- 
crease that is lower than the one that is in that chart — dem- 
onstrates one of my major concerns about the bill, because that is 
the way people kind of relate to it. It is less than, not more than. 

And when you look at an industry that 80 percent of its costs are 
labor, if anybody wants to bring the postal rate increases down to 
a lower rate, there is only one way that is going to happen, and 
that is to further depress the real wages of postal workers. They 
have already been declining at an annual rate of about 0.5 tenths 
of 1 percent. That is more than the average private sector worker. 

So this is the way people jump once you get price caps in place. 
They think that the X factor is a one-way factor. 

Mr. McHugh. OK. In deference to my colleague who posed the 
question, I want to go to Mr. Sidak, but then I would like to come 
back to that at some point. 

Mr. Sidak. Thank you. 

In terms of what are we trying to fix here, I think it is important 
to focus on more than just price. There is another dimension to con- 
sumer welfare besides price, and that is service quality and innova- 
tion. 

I am reminded of a remark that Judge Douglas Ginsberg made 
at the AEI conference that Professor Kleindorfer mentioned earlier, 
which we held several years ago. Judge Ginsberg analogized the 
current monopoly provision of letter mail to the old black rotary 
dial telephone that you used to get from the Bell monopoly in the 
predivestiture days, before the deregulation of customer premise 
equipment. 

We don’t really know what postal services will look like in a 
more competitive environment where there are higher levels of 
product innovation. We could see something that is analogous to 
what happened with the explosion of choices in the kinds of tele- 
phones that you could get once the market was open to that. The 
current homogeneity of the services that are offered by the Postal 
Service is one cost that consumers bear that could be changed in 
the future. 

Mr. Davis, you also mentioned the concern about trying to fix 
things that are not broken. I want to reiterate that the monopoly 
over the mailbox was something that was imposed in 1934. It 
wasn’t the original state of affairs, and it wasn’t something that ac- 
companied the Private Express Statutes in the 1840s. Maybe 
things weren’t broken in 1934, when that fix was produced by Con- 
gress, and maybe that is a good place to go back and reconsider 
whether it should be removed today. 

Mr. Davis. Thank you very much, Mr. Chairman. That pretty 
much concludes my comments and concerns. It is an issue that I 
think we must take a real hard look at. 

I have gotten more than 500 postcards from constituents of 
mine 

Mr. McHugh. At least they mailed them. 

Mr. Davis [continuing]. In the last 3 days, and it is an indication 
that, certainly in this particular area, people are indeed very much 
concerned about it and they are aware of it, they are watching it. 
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and they want to make sure their voices are heard and that they 
have input into the process. 

I certainly thank the gentlemen for their testimony and thank 
you. 

Mr. McHugh. I thank you. 

For those of us who have labored in empty subcommittee rooms, 
it is nice to have the people’s attention. It took us a while to do 
it, but, by God, we have, for better or worse. 

Mr. Popkin, let me return to your comment, both in your opening 
statement and your response to Mr. Davis, because I would like to 
prove once and for all why I am not an economist. As I said, I prob- 
ably don’t grasp this, but I am a little constrained to understand 
how you equate the pricing structure in H.R. 22 to a wage cap. 

Certainly there is nothing in there by statute that caps wages. 
Wages are totally unaffected in the language of the bill, unlike cer- 
tain pricings that are held to an index to be determined. Wages are 
not in any way constrained to be at or below that index. So your 
concern can’t be legal because there is no legal component of the 
bill that does that. 

Do you agree with that statement? Are we together so far? 

Mr. Popkin. Yes. 

Mr. McHugh. OK. Second of all, the intent — and we can disagree 
with the effect — but the intent in the bill has always been to allow 
the Postal Service to enter more effectively into markets that will 
provide them at least the opportunity in a competitive atmosphere 
to increase their market share. 

I thought I understood you to say in your opening comments, 
particularly with respect to the Postal Service’s performance in re- 
cent years, that market share has been growing, and that is impor- 
tant. Market share means increased revenues, which means a 
greater part of the pie. 

I do know a little bit about wage negotiations. I was at that level 
at city management for 5 years and have been at the bargaining 
table, and I know how unions and employee groups are very effec- 
tive in determining revenue pools. So the intent of the bill is to pro- 
vide greater access to revenues and greater ability to compete, 
which I assume would be good. 

But the thing that I am most pressed to understand is, you spent 
a lot of time very effectively on your chart showing how at least 
APWU, one bargaining unit, has had their wages demonstrably 
below the CPI index year after year, and then express concern that 
somehow the CPI index would constrain your wages. How can you 
argue that when you have not been at CPI to begin with? 

Mr. Popkin. Let me just clarify a point about the use of APWU 
productivity. I think a paper of Laurits Christiansen’s was cir- 
culated today from the U.S. Postal Service, and that shows total 
factor productivity, the whole post office, to have risen faster than 
total factor productivity in the private sector. 

So my choice of the APWU doesn’t bias that conclusion of postal 
productivity. I wanted to clarify that for the record. 

Mr. McHugh. I appreciate that. I used it because you did. 

Mr. Popkin. The concern that I have that the price cap, if there 
are reasons such as mismanagement that lead the Postal Service 
to have performance that isn’t as good as the private sector, and 
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therefore actually there would be a tendency for its prices to rise 
faster than the CPI — which, incidentally, I don’t think is the right 
standard, I think the service sector CPI is. 

But if that happens, it is quite likely that the reaction to that 
within the Postal Service would be to — and we have heard it be- 
fore — cut out Saturday mail, do those kinds of things to cut into 
jobs, or, alternatively, to take a different posture at the bargaining 
table. 

I am saying these are the economic consequences that could flow 
from this. And the likelihood that they will flow from it is in- 
creased the minute you get a cap, because people are talking about 
an X factor. The Postal Service calls it a stretch factor, but it all 
points in the same direction. 

It puts even more pressure on the Postal Service, and that’s real- 
ly my concern, that a labor-intensive industry, 80 percent of costs 
are labor, there’s no room. In the telephone industry, they have 76 
percent of costs that they can also work with. In the Postal Service, 
they only have 20 percent of costs that they can work with without 
having to impinge on labor’s compensation or the number of jobs. 
So I am not asserting this as a fact, that it’s going to — certainly 
that this is going to obtain in the future, but I can see that all the 
preconditions are there for that sort of thing. That could evolve. 
That’s not an unlikely scenario, in my view. 

Mr. McHugh. Well, listen, I am in politics. I accept a lot of sce- 
narios, perhaps unwisely. Me personally, not yours. 

I understand and recognize what you are stating. I don’t, frankly, 
think it’s any more realistic than what is happening today, and as 
I said, most importantly, and the reason you have contracts is that 
those are binding. There’s nothing in this bill, that’s what I want 
to make clear, there’s nothing in this bill that produces that de 
facto. 

But your comments bring up a point that was a theme that was 
present amongst all the presenters, whether they felt price caps 
were a 10, on a scale of 1 to 10, or whether they thought it was 
a 1 or below, and that is the issue of residual claimants. How do 
you ingrain into a price setting structure as proposed in H.R. 22 
vested interests, to use perhaps a more common phrase to some of 
us, that will drive the Postal Service toward increased efficiencies, 
economies, to make sure standards of efficiency are maintained? 
Because the Postal Service in its current structure is rather unique 
versus where price caps have been tried in other industries. I think 
we all agree on that. 

Our intent was to have the role of what economists call residual 
claimants be played by. No. 1, a strong regulator — we give, I think, 
substantial new powers to the Rate Commission — and two, by the 
institution of profit sharing at all levels and through the work force 
from top to bottom, which is currently not the case. 

The question I would have for you, gentlemen, and we will pose 
it in writing to Messrs. Crew and Kleindorfer because I would be 
very interested in their comments, since, while they endorsed price 
caps, they particularly had this concern. I would like to have your 
comments, forgetting for the moment whether price caps are the 
right or wrong thing to do, how likely is our substitute residual 
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claimants’ entities to provide the traditional service or traditional 
function? 

Why don’t we begin with Mr. Sidak, just to change things. 

Mr. Sidak. Thank you. Let me talk about the profit-sharing com- 
ponent first. It’s true that a profit-sharing plan as envisioned in 
section 3783(e) would create incentives on the upside. You could do 
that even more extensively through share ownership, though. So 
it’s in the right direction, but the magnitude is not as great as if 
there were tradeable shares. 

I am concerned about downside losses. It’s true that profit shar- 
ing allows management and employees to share in profits. But is 
there a mechanism for penalizing substandard performance as 
there is in a private corporation, where the board of directors 
quickly feels heat from shareholders and, even in some very pres- 
tigious American corporations, replaces the CEO? 

With respect to the strong regulator, I certainly endorse efforts 
to give the Postal Rate Commission more of the kinds of powers 
that you would find in a typical State public utility commission or 
the Federal Communications Commission or FERC. I endorse that 
100 percent. 

Mr. McHugh. OK. Dr. Popkin. 

Mr. Popkin. Well, I think — I am also concerned about something 
like profit-sharing arrangements, but from a different, for a dif- 
ferent reason. 

It’s my experience that there are a lot of people at work every 
day who really don’t want to share risk. They would rather have 
a certain salary rather than variable salaries. Because it could 
work that you reduce salaries, I suppose. So I think there would 
be that issue to consider, that not everybody wants to be an owner. 
And so I think that that’s a disadvantage. 

The other thing that concerns me is it now seems as though 
some — while some powers in this bill would be taken away from 
the PRC, I am concerned about the loss to the Postal Service of its 
ability to set revenues, which gets back the cost of service and ulti- 
mately that gets you to a situation where I think perhaps you real- 
ly end up relying more on the PRC, because they are going to be 
the sole monitors of the quality of service. And I would assume that 
if the quality of service is — if in their view the quality of service 
is deteriorating, then they have got to make the X factor positive, 
it has to be an add-on to the inflation rate. 

Is that the logic to the bill, I guess is my sort of reaction to it? 
So even though the PRC is being made less intrusive on a day-to- 
day rate-setting basis by a price cap, you are giving it a lot of 
power in the area of determining the quality of service and what 
kind of X factor is necessary to adjust for their perception of the 
quality of service. 

Mr. McHugh. You are right to the extent — you are right in a lot 
of ways, but on this point you are right, the X factor could indeed 
be a plus. Everyone assumes it will be a minus, and I think logi- 
cally under most circumstances it will be, but it could technically 
and legally be a plus. 

However, the bill I think is pretty clear in its designation of the 
authority of the Postal Rate Commission to suspend profits which 
would result from a degradation specifically of service and presum- 
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ably productivity. A plus would be more exogenous to the extent 
that things are going on in the economy that affect it outside the 
Postal Service. 

But you raise a point about expanded powers, and there are ex- 
panded powers. We give them an IG, we give them the right of sub- 
poena. It goes back to our intent, to try to have the regulator serve 
in some function as a residual claimant. 

So I continue down the line for Dr. Rose. Profit sharing, is that 
a good enough residual claimant? 

Mr. Rose. The idea that the PRC will act in a stronger manner 
than they are now and given these expanded powers, the way you 
say it is acting as a surrogate for the marketplace. That sounds 
very familiar to me as the logic behind cost of service regulation, 
not price cap regulation. In fact, the whole idea of price cap was 
to get away from that and have less intrusiveness in looking at the 
cost structures of the utility. The idea of the price cap was to have 
a way to give better incentives for the utility to act on its own be- 
half that would be in a way that is consistent with the interests 
of the public. That was the general logic. The whole cost of service 
theory was that the regulator was the stand-in for the market. 

So when you phrase it that way, it sounds more like cost of serv- 
ice than the price caps. And there may be reasons to expand it, it 
may be too weak now, I can’t comment on that. I am only com- 
menting on the idea of relating to the price cap, not what the PRC 
does today. 

On the profit sharing, it looked to me a little on the weak side. 
There were certain provisions it had to go through and be divided, 
and I suggested in my written testimony perhaps something like a 
base salary and a bonus where the bonus amount is adjusted, that 
kind of arrangement, or perhaps even a noncash option as well, 
maybe a way to provide some kind of a bonus. 

I guess I am with Greg Sidak on one point. There was a phrase 
that really stood out in H.R. 22 for me that kind of got me started 
along these lines, and I wrote it down. “To restore the Postal Serv- 
ice to financial soundness.” In other words I didn’t write down the 
section, I think it’s in my testimony — that the PRC was allowed to 
adjust the adjustment factor, change the adjustment factor to, “re- 
store the Postal Service to fiscal soundness.” That’s limiting the 
downside, a private firm of course can lose the whole enterprise, 
they can simply go under. It’s not unusual for utilities to even go 
into bankruptcy. Receivership is rare but bankruptcy is not uncom- 
mon. 

So that idea that there’s a serious downside and a heavy price 
to pay for the stockholders who don’t like that happening to their 
company, they are protected from it. There’s an asymmetry in that 
sense, there’s a little bit of upside and no real downside. 

And as I pointed out in the paper, I am not suggesting you take 
that phrase out because I don’t think anybody wants the Postal 
Service to go under, but perhaps there’s a way of linking it to the 
bonus. You never get below your base salary but you don’t get the 
bonus if it turns out that quality of service was degraded, some- 
thing along those lines. 

Mr. McHugh. Interesting, thank you. Dr. Kwoka. 
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Mr. Kwoka. I think in asking this question about the residual 
claimant you have really identified the key question before every- 
body in this process. The question after all is not whether price 
caps can and do work, we know they can; the question is whether 
they can be made to work in the context of the Postal Service 
which has this distinctively different characteristic. That’s not to 
say there aren’t bad price cap plans. Anybody can devise one that 
doesn’t work. 

But the truth of the matter is the determination of X factors and 
proper baskets and all of the rest are technical issues. While there 
wouldn’t be necessarily agreement, these are subject to routine eco- 
nomic and policy analysis, and the plan, the one in H.R. 22 or 
modified in some way, will emerge from that process. 

The question is really whether taking the trappings of all price 
cap plans and applying them to the Postal Service will work at all, 
and that’s a theme, of course, sounded by most of my colleagues 
here. 

I am unaware of any other context, certainly in this country nor 
in others, that price caps have been applied to public enterprises. 
I am not familiar with that experience. I have asked a number of 
other people as well to see if my understanding was incomplete. I’m 
not aware of any such experience. That may say something. It cer- 
tainly raises a caution about its applicability and its prospects for 
success. I am not nearly as pessimistic. In fact, I am not pessi- 
mistic at all, necessarily about the ability to adapt a plan for public 
enterprise, for reasons I will mention in a moment. 

But particularly with regard to your points — the regulator as re- 
sidual claimant and the ability of profit sharing to serve its role — 
I would concur with Ken Rose that the role of the regulator in the 
plan I would hope would not be construed as one of the residual 
claimant. Indeed, the role of regulator is supposed to be one that 
withdraws as much as possible from a system where private incen- 
tives or profit incentives are put in place of regulatory strictures. 
That’s not to say that some regulatory oversight is not required. 
We all agree on the quality side there may be no good substitute 
for vigilance, perhaps greater vigilance. 

That said, I think that one ought to see the, stylistically speak- 
ing, the magnitude of the regulator’s role and the magnitude of 
profit incentives as moving in opposite directions. 

The question here is whether profit incentives will work in this 
context. Price caps will succeed or fail to the degree that profit in- 
centives work, not to the degree that the regulator plays a more 
substantial role. That again simply raises the question will profit 
incentives work, will profit-sharing work in the fashion that’s de- 
scribed here. I think that they have good prospects for success if 
carefully devised. 

I am not an expert on pay incentive schemes, on profit-sharing 
schemes, and I would not offer any detailed comments about the 
type of plan that would be most suitable. Others know more about 
that and others, perhaps not here, can and have talked with you 
all about that. I would simply offer the following several observa- 
tions. 

First, even in private enterprise, even in ordinary garden variety 
companies that we are all familiar with, the mere fact that it’s a 
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private company does not make the company minimize cost, maxi- 
mize profit for its shareholders in any inexorable and automatic 
way. It’s for that very reason that even in private enterprises, prof- 
it-sharing schemes are employed. If we believed that simply privat- 
ization were the key, that it was necessary and sufficient, then we 
wouldn’t need profit-sharing schemes in private enterprise to move 
management in ways that may be ultimately more consistent with 
shareholders’ interests. 

So I would offer the observation that even in private enterprise, 
profit-sharing schemes have been used successfully to alter the be- 
havior of management in ways that would be consistent with that 
sought here. I also would offer the observation that, in the context 
of the Postal Service, there are serious questions about the size of 
the bonuses, about the symmetry, the upside versus the downside, 
about who should get that, that is, all levels equally or in some 
other unequal fashion. 

I would say at a minimum that it would be useful to specify a 
good deal of that in the act so that individuals know exactly the 
consequences, not in terribly disaggregated detail, but with some 
specificity, that categories of individuals know what their stake will 
be in superior performance by the whole of the Postal Service. 

I also raised in my written testimony concerns about the possi- 
bility, hopefully the reality, that profits will be very large in some 
particular years: Would one want all of those profits to be distrib- 
uted, or in the alternative, would some part of the profit go back 
to the Treasury Department or some other residual claimant in 
line. So issues of size, of symmetry, of identification of who would 
be the recipient, all play quite an important role in the design of 
profit-sharing schemes. And I would urge that that would be an 
important ingredient in ensuring good prospects for success here. 

Mr. McHugh. Thank you. Thank you all. 

Mr. Davis, any further questions? 

Mr. Davis. Nothing further. 

Mr. McHugh. Well, we have been here now for over 2 hours. 
That’s longer than most classes in economics, be it advanced or oth- 
erwise, and we do appreciate it. In all sincerity, we could continue 
here all day and then some, if based on nothing more than the con- 
tent of all of your statements. It reflected a great deal of work, a 
great deal of thought and insight, and I deeply appreciate each and 
every one of you joining us. 

I would ask, however, for the opportunity to present you with 
some written followup questions for the record. I know that’s a fur- 
ther imposition on your valuable time, but it would be very useful 
to us. There are a number of comments made in your individual 
statements that lead us to want to pursue some issues further. If 
you would accommodate us, it would be very much appreciated. 

[Note. — The book entitled, “Journal of Regulatory Economics,” 
can be found in subcommittee files.] 

[The information referred to follows:] 
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OmSTIONS FOR THE RECORD 
FOLLOWING THE HEARING ON APRIL 16. 1997 
RFGARnrNn h r. 2 ?. 

1 . Some witnesses have testified that the price cap index of GDPPI as proposed in H.R. 
22 does not take into account the actual input costs of the Postal Service; i.e., labor 
costs comprising 80 percent of operating costs. For example. Professor Baumol stated 
that GDPPI is more appropriate for the capital intensive industties where price caps 
have been applied elsewhere, such as telecommunications, and he argued for 
consideration of an index that reflects the Postal Service’s substantial handicraft 
components. Further, Dr. Christensen proposed that the Subcommittee consider a 
blended index of the Employment Cost Index (ECDATE reat reliance on labor. 
However, other witnesses, such as Mr. Sidak, suggest that basing an index on the 
Postal Service’s capital-labor ratio represents flawed reasoning because the current cost 
mix is neither profit-maximizing nor cost-minimizing. What are your thoughts 
regarding selection of an appropriate index, and whether a blended index of ECl and 
GDPPI is appropriate? 

a. Although the bill proposes that the index be set in statute, how important 
is it that the regulator have discretion to revisit and adjust the index? What 
would be an acceptable time frame for the regulator to analyze the market, 
economic, etc., trends underlying the assumptions used in setting the index? 

I do not think there is any set of indexes that would diminate the reality 
that a price cap will operate as a wage cap even though the linkage in 
HR 22 is not explicit. Additionally, Mr. Sidak's reservation underscores 
the fact that there is no track record or theoretical guidance with price 
caps in not-for-profit industries, which he refers to as "neither profit 
maximizing nor cost minimizing." 

1. H.R. 22 bases the choice of the adjustment, or “X”, factor on various measurable 
considerations such as costs, revenue, productivity, service quality, and demand. 
However, other wimesses suggest that the adjustment factor be a pure productivity 
offset. Yet others argue that the current subjective ratemaking criteria in the statute 
(e.g., fairness and equity, or the educational, cultural, scientific, and information value 
of the mail) be retained as the adjustment factor criteria. What are your thoughts 
regarding the establishment of the adjustment factor solely as a productivity offset? 
If other factors should be considered, which ones? 

a. H.R. 22 permits a positive or negative adjustment factor, as determined by the 
Postal Rate Commission after a full and open case. However, some have 
suggested that a positive adjustment factor should be permitted only under 
certain conditions and that these conditions should be specifically enumerated 
under the bill. These witnesses have stated that allowing for a positive 
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adjustment factor would negate any «»t savings and would send the wrong 
message to postal managers. What are your thoughts in this regard? 

b. Some testimony has recommended that a single adjustment factor be set by the 
Postal Rale Commission and that this would be the same adjustment factor for 
each basket. These wimesses have observed that setting individual adjustment 
factors for each basket places the Commission closer to cost-of-service 
regulatory decisions. However, others suggest that separate adjustment factors 
for each basket are necessary to take into account the fairness and equity 
considerations, among others, that many mailers in the noncompetitive category 
fee! are important among baskets. What are your thoughts in this regard? 
How best can price changes among baskets be seen as fair and equitable? 
Would the use of price adjustment floors and ceilings be compatible with - or 
should they replace - the separate adjustment factors for each basket? 

c. Dr. Christensen suggests completely hardwiring the price cap formula by not 
only setting the index in statute, but also selecting the non-farm total factor 
productivity index published by the government as an annual adjustment factor. 
What other price cap regimes are completely hardwired, especially in statute? 
What are the pros and cons of such a suggestion; (for example, Dr. Christensen 
cites advantages such as the objectivity of the offset and the avoidance of any 
regulatory meddling)? 

d. What considerations should apply in determining the makeup and number of 
product baskets? In other words, what are the principles that determine the 
number and content of baskets? 

The X or stretch factor, whatever it is called, is Insidious. It is clear that 
the intention of proponents of the bill is to view the factor as one which 
most likely will be used to make postal rates and, therefore postal wage 
rates, rise more slowly than inflation. The only circumstance 1 heard 
cited in the hearings (see transcript, lines 1908-1916) in which the X 
factor could be positive is if there is some development affecting the 
entire U.S. economy, perhaps like a force majeure. In a May 19 speech. 
Postmaster General Runyon also endorsed this view of the asymmetry 
of the X factor when he said: 

"Legislative reform will hold the Postal Service to a price 
index for the first time in history. One that virtually 
assures that overaU increases in postal rates-from here on 
out-will be at or below the rate of inflation. “ 

Thus, the X factor is certain to be used, except under very limited, 
circumstances, to insure that increases in the productivity of postal 
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workers will be passed through to mailers. Mailers will benefit in 
relation to the volume of mail each deposits in the mailstream. 

To me this bill is really about the distribution of income, the bill's 
mechanisms, and those in price cap formulas posed by others, are 
designed to redistribute income from rank and file postal workers to 
mailers, and possibly reward top management with large bonuses for 
effecting such redistributions. 

1 . The Subcommittee has heard various points of view on the issue of applying antitrust 
laws to the Postal Service; what do you see as some of the advantages and 
disadvantages in applying antitrust statutes to the Postal Service, particularly 
considering its position as a government entity? To what extent should competitive 
products of the Postal Service be subject to other laws as applicable to similar products 
of private companies, such as business practices rules (e.g., Lanham Act), customs 
laws, etc.? 

a. Relatedly, some witnesses have suggested that the complaint process for rate 
complaints be strengthened in H.R. 22 to permit consideration of a complaint 
by the Postal Rate Commission outside of the annual audit, whereas the bill 
handles rate complaints as part of the Commission’s annual audit review. 
Should rate complaints be handled solely, if at all, within the annual audit? 
Why or why not? 

b. How would you reconcile a finding by the Commission in the annual audit that 
the Service’s rates are in statutory compliance with a complaint on those rates 
that comes forward at a later time? Should the Commission’s finding in the 
annual audit that rates are in compliance with the statutory requirements 
preclude further complaints before the Commission on those rates? Why or 
why not? 

These antitrust questions serve to underscore that In addition to 
redistributing Income, the bill might introduce new legal issues In 
interpreting the Postal Express Statutes. I think the phrase "postal 
monopoly” is overused, if not misused. The reality is that the key 
problem the USPS, and other industries, face is the shift to the use of 
electronic means of communications. And there is no price and, hence 
no wage rate at which users of E-MAIL will shift back to letter mail. 
Moreover, the fact that the postal service is impacted by new 
technologies offered by private, profit-making companies demonstrates 
clearly that the USPS operates in "contestable markets." Professor 
Baumol has shown that under such circumstances, market outcomes 
approximate those of perfect competition. So, de facto, the USPS is not 
wielding monopoly power. 
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1 . There is a great deal of concern, under the present system, regarding possible cross- 
subsidization. How does price cap regulation address this particular concern? 

a. Do you feel it is valid to say that under the existing cost-of-service type of 
ratemaking, the Postal Service is more likely to overprice its monopoly 
products and services to subsidize its competitive items? 

b. How true is it that cross-subsidies generally reduce a firm's profitability in the 
long-term? 

c. What are the best ways to insure against cross-subsidization of competitive 
products from captive customers? In addition to the price cap itself, the 
requirement that competitive products cover costs and contribute a reasonable 
amount to overhead, and antitrust action, H.R. 22 authorizes the Postal Rate 
Commission to require that up to 50 percent of all profits in any given year 
be applied to limit or reduce prices for non-competitive products when the 
Commission’s annual audit finds that non-competitive prices exceeded the 
cap, or that competitive ones were not covering costs or contributing 
reasonably to overhead. Are these disincentives enough; what should be the 
sanctions if the Commission finds evidence that the Service is cross- 
subsidizing? 

d. To what extent should Congress limit price discrimination in a commercial 
activity like postal service where Congress has limited competitive 
alternatives for buyers through the statutory monopoly? At what point is price 
discrimination "unfair" or "unreasonable" in a restricted market? 

e. Currently, HR 22 requires each product in the competitive category of mail 
to cover its attributable costs plus make a reasonable contribution to 
overhead. To what extent should Congress require the Postal Service to 
recover a share of overhead ("institutional costs") and cost of capital from its 
competitive products collectively? Theoretically, the Postal Service and 
potentially mailers will benefit if the Postal Service earns one dollar in 
marginal revenues from competitive markets, i.e., without recovery of any 
overhead. Likewise, it may be that markets will be distorted and private 
companies disadvantaged if tlie Postal Service can compete without the 
discipline of recovering a fair share of ovCThead in competitive markets. How 
should Congress strike a balance between these positions? 

f If Congress requires the Postal Service to recover a share of overhead 
("institutional costs") and cost of capital from its competitive products 
collectively and otherwise comply with the same laws as private competitors. 
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is it reasonable to hope that over time the Postal Service's participation in 
competitive markets will create an incentive to increase its efficiency in non- 
competitive markets to the same standards as private industry? Or will the 
price cap mechanism — on its own — help increase the Service’s efficiency 
in non-competitive markets without expecting these changes to come from 
additional requirements on competitive products? 

It seems cross-subsidies are a fact of life. Ironically legislation in the 
telecommunications industry designed to reduce some cross subsidies 
seems to be creating others. For example, cable TV subscribers in 
Montgomery County, Maryland, are facing a new rate increase allowed 
by the recent Congressional telecommunications bill. The rate increase 
has been justified partly by the cost of making a previously optional 
sports channel part of a set package of service. But there are viewers 
who do not watch the sports channel and they will end up subsidizing 
those who do. 

Since cross-subsidization is pervasive, it Is probably sensible to ask what 
purpose is served by it. In the case of the USPS, cross subsidization 
serves the important purpose of assuring universal service at uniform 
rates. In doing so, it binds the country together, like the Interstate 
Highway System. This principle of universal service at uniform rates is 
also likely to be embodied in laws providing for the provision of internet 
communications by assuring that small towns, inner cities and rural 
areas have access to internet resources. The USPS has served very well 
its function of providing the nation with universal service at uniform 
rates. There may be cross-subsidization, but it lets the USPS serve the 
needs of the nation. 

1 . The Subcommittee has heard differing views on the need to incorporate oversight of 
the quality of service in a price cap framework. H R. 22 includes this review of 
service performance in the annual audit by the Postal Rate Commission. What are 
your thoughts on how, if at all, the Postal Service’s achievement of its delivery service 
standards should be overseen in a price cap regime? Should the Commission also 
have a role in setting those service standards? 

I believe the Postal Service has a CPA firm that monitors its service 
performance. The firm's surveys suggest performance has been 
improving. 

1. H.R. 22 permits the Postal Service to experiment with new products and services. 
How important is this testing authority to an incentive-based regulatory system, and 
how much freedom should the Postal Service enjoy in testing new products? How 
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much oversight is necessary, particularly to guard against cross-subsidization? For 
example, what role should a regulator play in the introduction of new products or 
services by a regulated entity? 

a. Who should determine the placement of new products into price cap baskets; 
the Postal Service or the Postal Rate Commission? 

b. Should the Postal Service be allowed to provide non-postal services like 
financial services, electronic postmarks, T-shirts, etc.? Why or why not? If so, 
under what conditions should they be provided? Can non-postal ventures help 
underwrite the costs of universal service? 

With respect to developing and testing new products, the fundamental 
issue is not cross-subsidization in the traditional sense. It is whether 
such development and testing diverts management from its primary 
mission of accepting, processing, and distributing the mail in a timely 
way. 

The focus of this question on new products, and the lack of focus on 
this or any other question about the "competitive market basket” 
proposed in HR 22 is worth noting. It underscores the answer to 
question 2 above-that this bill is really about wage caps and income 
redistribution. 

1, Are there specific issues that the Subcommittee should consider when requiring the 
baseline rate case (H.R. 22 requires a new rate case in order to provide “fresh” rates 
for the price cap regime if rates were not set or in the process of being set within 1 8 
months of enactment)? Should the Postal Service continue to have sole authority to 
set its revenue requirement for this last omnibus rate case; are there any specific items 
that should be built into this particular revenue requirement? 

a. What have been some of the more common parameters utilized in other price 
cap regimes to insure that the new system is established correctly and “gets off 
on the right foot?” 

b. Recognizing that existing law requires the Postal Service to operate under a 
break-even mandate, the current ratesetting process allows for additional 
revenue in the rate structure to cover contingencies as well as to recover prior 
years’ losses. Should these additional revenue provisions be included for this 
final rate case? Why or why not? 

This question, especially part a reflects, once again, the experimental 
character of applying price caps and X factors to postal rates. The 
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question also illuminates the role reversal In HR 22. It would lead to the 
PRC's having the dominant role in setting revenue requirements while 
the USPS will play the PRC's role of setting relative postal rates for 
classes, subclasses, and rate categories, the opposite of the way the 
system works now. 

1 , How often should the Postal Service be allowed to increase prices that are subject to 
the rate cap? H R. 22 proposes that the Service be permitted once-yearly price 
increases. Is this appropriate? Should the rate cap be cumulative in nature in that the 
Postal Service would be allowed to make up for lost increases if it decides to forego 
a rate increase in one or more years, subject to the cumulative cap? 

a. At what level of the rate schedule should the cap apply? H.R. 22 
would apply the rate cap to the subclass level in each basket, thereby 
permitting the Postal Service the ability to average rate increases 
among rate categories within a subclass. Should such averaging be 
restricted through price bands? If so, how? 

The frequency of rate Increases has long been an Issue. The Issue Is 
whether there should be relatively infrequent large increases or smaller, 
but more frequent (annual), adjustments. The USPS wants to avoid 
"sticker shock," the infrequent, and therefore often necessarily double 
digit rate increases that have occurred in the past. Of course, mailers 
often fail to recognize that large increases may only reflect the number 
of years between rates cases, spans which have risen to unprecedented 
levels since 1990. But if mailers would rather have more frequent, 
smaller stamp price adjustments, the PRC has Indicated its willingness 
to hear omnibus rate cases that call for phasing in rate Increases over 
several years. A price cap or indexation mechanism is not necessary to 
achieve the objective of smaller, more frequent price adjustments. 

1 . H.R. 22 would allow for an “exigency case” should the Postal Service find that it 
faces severe financial exigencies and a change in the adjustment factors is needed to 
restore the Service to fiscal soundness. If the Postal Service requests such a case, the 
Postal Rate Commission would then decide whether or not to change the adjustment 
factors that apply during the then current 5 year ratemaking cycle. What are your 
thoughts on this provision? Under what circumstances, if any, should an exigency 
case be allowed? What sanctions, if any, should be applied if the Postal Service 
would seek additional revenue under this procedure? 

a. Instead of the exigency case approach, some witnesses have suggested that the 
statute specify that the rate cap only be adjusted for specific financial burdens 
placed on the Postal Service outside of its control, such as Congressional 
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budgetary obligations. How diould the rate cap formula deal with such 
emergencies? How specific ^ould the statute be regarding the Commission’s 
determinations of exigent costs? 

This question arises because HR 22 takes the setting of revenues 
requirements away from the USPS. It also reemphasim the foreseeable, and 
objectionaUe consequence of HR 22 which is to choose values for the X factor 
asymmetrically— i.e., usually X factors that are deductions from the inflation 
rate. That assures that X factors will operate to redistribute Income from 
postal workers to mailers, and that postal workers will not benefit from their 
improved efficiency. 

1 . Are there particular practices that have been noticed in other industries using price 
caps that allow the regulated company over time to attempt to dilute the desired 
incentives and reduce the potential for cost reductions that the regulator, in turn, 
should be aware of and specifically monitor? 

This question seems to confirm the response given to question 4 above. 
Namely, cross-subsidies do not go away; the beneficiaries merely 
change. 

1. Assuming "honest, efficient, and economical management" (the statutory standard in 
Section 3621 of Title 39) of the Postal Service, how large of a statutory postal 
monopoly is needed to sustain the current level of universal postal service? How can 
this question be answered? Do we first need to define universal service? Why or why 
not? If so, how would you suggest that the nation define universal service in the 
postal services corrtext? 

This is precisely one of the questions that should have been asked 
before the bill was introduced. In general, the bill lacks quantification 
of the problems it seeks to address and an analysis of how the bill will 
affect postal revenues, volumes, prices, wages and employment. 

2. To what extent do "universal service” obligations set by Congress impose additional 
costs that the Postal Service would not normally and reasonably incur if operated as 
a private business? How can this question be answered? 

One way is to ask Americans in small cities and rural areas to quantify 
the effect on them of the loss of rail and bus service and the rise in cost 
per mile of air travel once transportation providers were allowed to 
terminate service to many places. Another would be to ask inner city 
residents to quantify their loss if telephone companies were no longer 
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required to include them in the iocai loop. The same kind of question 
could be raised with respect to gas, electric, water, etc. 

3. To what extent could the costs of the universal service obligation be financed by 
payments from a "universal service" trust fund, such as occure with the universal 
service fund in telecommunications? 

Given answer to 12 above, it is difficult to see how such a fund could 
be applied to the mail. In the absence of HR 22, no such fund would 
even be contemplated. 

4. To what extent could Congress reduce the costs of universal service by limiting the 
uniform rate requirement for letters to single piece letters? Are there any public 
interest benefits associated with a statutory requirement for uniform rates for bulk 
letters sent by businesses and organizations? 

Apparently, this question envisions dropping the uniform rate 
requirement for prebarcoded, first-class letters put by the mailstream in 
large-volume mailers who receive prebarcoding discounts. Such rates, 
already low, would no longer have to be uniform; rates to cities could 
be lower than those to sparsely populated areas. Some mailers would 
end up paying more, and others less. Without further study, it is so 
hard to guess whether the average price would rise or fail, it would 
appear that large mailers to large cities would benefit at the expense of 
small mailers and those who mail to nonurban places. 

5. Generally speaking, what are the overall costs and benefits of our current approach 
to regulating postal services in the United States? For example, what aie tlie 
economic costs resulting from the statutory postal monopoly and related postal laws 
that limit competition? What are the economic benefits derived from such 
accomplishments as universal service? 

This question is partly empirical, partly national policy. It should be 
asked but the answer would require extensive work and public debate. 

6. Congress enacted the private express statutes in 1 845 , long before "universal service" 
was achieved in the United States (about 1915). What economic evidence supports 
the conclusion that universal service depends on the continuation of the private 
express statutes? 

It seems clear that universal service depends Intrinsically of the 
existence of the private express statutes. Otherwise, private businesses 
would cream-skim the profitable routes. The cost of mail service to high 
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cost areas-inner cities, small towns, and rural America-would rise to 
very high levels and in some areas service might cease altogether. 

7. One aspect of the statutory monopoly is the mailbox prohibition. H.R. 22 provides 
for a limited demonstration project to test broadening access to the mailbox, although 
H.R. 22 mandates that the test permit citizens to opt out of the test. This 
demonstration project is primarily intended to test the idea of giving the citizen a 
modicum of control over their own mailbox. The citizen, and not the government, 
would decide on their own whether or not they want others, in addition to the Postal 
Service, putting mail in the mailbox. To what extent, and based on what evidence, is 
the mailbox prohibition necessary to provide universal service? 

The mailbox prohibition undoubtedly prevents certain types of 
cream-skimming. It should be opposed for that reason alone. It is also 
likely that most households would reject opening their mailboxes on 
even a "test" basis. I recall seeing at least one mailers' group object to 
giving the householder the right to opt out of this proposed 
demonstration project. If so, mailers must fear adverse consequences 
from "householders' choice." 

8. H.R. 22 proposes that the scope of the Postal Service’s monopoly over the delivery 
of letter mail be restricted to letters costing less than 2 dollars. What evidence are you 
aware of, if any, that would indicate how this change would impact the Postal Service, 
particularly in terms of its revenue? 

The $3 limit has been in effect since 1979. Adjusted for inflation, it is 
already only a $1.36 limit. It should be raised to $6.62 to stay even 
with inflation and, not be lowered. Lowering it to $2 would bring the 
limit below $1, adjusted for inflation. The most immediate and obvious 
loss from lowering the limit below $3 would be priority mail which costs 
$3. This is a rapidly growing USPS mailstream segment. 

USPS is already using private contractors for priority mail work. It 
would be a short step for the contractors to take over the whole 
operation. The USPS opposes, as you know, the provision in HR 22 that 
places priority mail In the competitive basket, so it probably also objects 
to dropping the $3 limit. 

1 . You conclude in your testimony that “wages do not seem to be a problem for the U.S. 
ratepayer.” However, as you may know, many in the mailing community have 
testified that they believe labor costs are a problem. For example. Professors Crew 
and Kleindorfer cite a study in their testimony that purportedly demonstrates a pay 
premium for postal employees over similarly situated employees in the private sector. 
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Many in the mailing community also cite this study, among other data. (According 
to the Professors’ statement: “Perloff and Wachter have estimated the magnitude of 
the postal employee premium at 28%. See Jeffrey M Perloff and Michael L. 
Wachter, ‘A Comparative Analysis of Wage Premiums and Industrial Relations in the 
British Post Office and the United States Postal Service’, in M.A. Crew and P.R. 
Kliendorfer (eds). Competition and Innovation in Postal Services, Kluwer Academic 
Press, Boston, 1991 .”). How do you explain the disparity in views regarding whether 
or not wages are a problem? 

In the Perloff and Wachter article cited, there is a reference in Table 1, 
page 118, to an article by Asher and Popkin that comes to the 
conclusion that for white males in the USPS workforce there is no wage 
premium. Asher and Popkin concluded that the premium found by 
Perloff and Wachter reflects the fact that unlike in the USPS, nonwhite 
men and all women are paid less than white males. Both articles 
appeared, one after the other, in the academic journal. Industrial and 
Labor Relations Review, October 1984. The editor was presenting two 
different approaches to measurement that yielded two different 
conclusions. Since the 1984 articles, three arbitrators have heard 
testimony on these studies and have not accepted the notion of such 
a premium. I can say that about the 1994 arbitration drawing on my 
own experience as a party-appointed arbitrator. Considerable other 
evidence, supporting the notion that there is indeed comparability, was 
submitted at those arbitrations, including detailed comparison of wage 
levels for similar jobs. Indeed, after two days of testimony from 
Professor Wachter, the panel I was on concluded that the wage rates it 
set were consistent with statutory provisions concerning comparability. 

I feel confident professionally in disagreeing with Perloff and Wachter. 


2. You suggest in your testimony that price caps are in effect wage caps for an 
organization such as the Postal Service. However, in February 1997, the Communica 
union in the United Kingdom) proposed legislation to turn the British Post Office into 
an independent corporation. At the centerpiece of this proposal, the British postal 
workers’ union advocated that the monopoly activities of Royal Mail be subject to an 
RPI-x price cap formula, and that the monopoly activities should be subject to review 
by an independent regulatory agency. The British postal workers’ union stated: 

“The Post Office is a success story . . . But this success should not be taken 
for granted - the communications market is changing profoundly and the 
Post Office must change with it... .What this country needs is a postal 
service that retains its public service ethos whilst being given the 
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commercial and financial freedom necessary to grow and prosper in the 
fiercely competitive communications market of the late 20“' century.” 

Clearly, the British postal workers’ union finds that the changing communications 
mm'ketplace requires increased competitive flexibility for the Post Office - and they 
conclude that this flexibility can best be obtained through a price cap regime. Do you 
believe that the Britijsh union is proactively looking to cap their own wages, or does the 
union’s proposal suggest that price caps are actually an appropriate structure for a Postal 
Service to survive - and maintain postal jobs without capping wages - in the 
communications marketplace of the 20“" century? 

The Communications Workers Union (CWU) in the UK suggested a price 
cap because it was addressing two very specific problems. The first is 
that postal rate increases in the UK are driven by the government's use 
of the postal service as a source of revenues for the UK treasury. Postal 
rates in the UK may not have risen at all were it not for this behavior by 
the government. The second is that there is a European community 
directive that penalizes postal services in member countries for certain 
price increases. The CWU is caught between "a rock and a hard place" 
and made its proposal only as a contribution to the debate in the UK on 
this issue. 
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Followup Questions and Responses of Mr. Kwoka 


QUESTIONS FOR THE RECORD 
FOLLOWING THE HEARING ON APRIL 16, 1997 
REGARDING H.R. 22 


1 . Some witnesses have testified that the price cap index of GDPPI as proposed in 
H.R. 22 does not take into account the actual input costs of the Postal Service; i.e., 
labor costs comprising 80 percent of operating costs. For example, Professor 
Baumol stated that GDPPI is more appropriate for the capital intensive industries 
where price caps have been applied elsewhere, such as telecommunications, and 
he argued for consideration of an index that reflects the Postal Service’s 
substantial handicraft components. Further, Dr. Christensen proposed that the 
Subcommittee consider a blended index of the Employment Cost Index (ECI) and 
GDPPI, to better reflect the Service’s great reliance on labor. However, other 
witnesses, such as Mr. Sidak, suggest that basing an index on the Postal Service’s 
capital-labor ratio represents flawed reasoning because the current cost mix is 
neither profit-maximizing nor cost-minimizing. What are your thoughts regarding 
selection of an appropriate index, and whether a blended index of ECI and GDPPI 
is appropriate? 

a. Although the bill proposes that the index be set in statute, how 

important is it that the regulator have discretion to revisit and adjust the 
index? What would be an acceptable time frame for the regulator to 
analyze the market, economic, etc., trends underlying the assumptions 
used in setting the index? 

2. H.R. 22 bases the choice of the adjustment, or “X”, factor on various measurable 
considerations such as costs, revenue, productivity, service quality, and demand. 
However, other witnesses suggest that the adjustment factor be a pure productivity 
offset. Yet others argue that the current subjective ratemaking criteria in the 
statute (e.g., fairness and equity, or the educational, cultural, scientific, and 
information value of the mail) be retained as the adjustment factor criteria. What 
are your thoughts regarding the establishment of the adjustment factor solely as a 
productivity offset? If other factors should be considered, which ones? 

a. H.R. 22 permits a positive or negative adjustment factor, as determined by 
the Postal Rate Commission after a full and open case. However, some 
have suggested that a positive adjustment factor should be permitted only 
under certain conditions and that these conditions should be specifically 
enumerated under the bill. These witnesses have stated that allowing for a 
positive adjustment factor would negate any cost savings and would send 
the wrong message to postal managers. What are your thoughts in this 
regard? 
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b. Some testimony has recommended that a single adjustment factor be set by 
the Postal Rate Commission and that this would be the same adjustment 
factor for each basket. These witnesses have observed that setting 
individual adjustment factors for each basket places the Commission closer 
to cost-of-service regulatory decisions. However, others suggest that 
separate adjustment factors for each basket are necessay to take into 
account the fairness and equity considerations, among others, that many 
mailers in the noncompetitive category feel are important among baskets. 
What are your thoughts in this regard? How best can price changes among 
baskets be seen as fair and equitable? Would the use of price adjustment 
floors and ceilings be compatible with - or should they replace - the 
separate adjustment factors for each basket? 

c. Dr. Christensen suggests completely hardwiring the price cap formula by 
not only setting the index in statute, but also selecting the non-farm total 
factor productivity index published by the government as an annual 
adjustment factor. What other price cap regimes are completely hardwired, 
especially in statute? What are the pros and cons of such a suggestion; (for 
example. Dr. Christensen cites advantages such as the objectivity of the 
offset and the avoidance of any regulatory meddling)? 

i. In your statement you discuss the need for periodic 
performance reviews to insure that the cap remains 
accurate and proper and to prevent it from undermining 
the plan’s incentives. To what extent should the 
regulator have the ability to change the index AND the 
“x-factor” during this process, or as proposed in H.R. 22 , 
should the index be set in law and the focus during this 
periodic review process be on adjusting the “x-factor” 
alone? 

d. What considerations should apply in determining the makeup and number 
of product baskets? In other words, what are the principles that determine 
the number and content of baskets? 

3. The Subcommittee has heard various points of view on the issue of applying 
antitrust laws to the Postal Service; what do you see as some of the advantages and 
disadvantages in applying antitrust statutes to the Postal Service, particularly 
considering its position as a government entity? To what extent should 
competitive products of the Postal Service be subject to other laws as applicable to 
similar products of private companies, such as business practices rules (e.g., 
Lanham Act), customs laws, etc.? 


2 



150 


a. Relatedly, some witnesses have suggested that the complaint process for 
rate complaints be strengthened in H.R. 22 to permit consideration of a 
complaint by the Postal Rate Commission outside of the annual audit, 
whereas the bill handles rate complaints as part of the Commission’s 
annual audit review. Should rate complaints be handled solely, if at all, 
within the annual audit? Why or why not? 

b. How would you reconcile a finding by the Commission in the annual audit 
that the Service’s rates are in statutory compliance with a complaint on 
those rates that comes forward at a later time? Should the Commission’s 
finding in the annual audit that rates are in compliance with the statutory 
requirements preclude further complaints before the Commission on those 
rates? Why or why not? 

4. There is a great deal of concern, under the present system, regarding possible 
cross-subsidization. How does price cap regulation address this particular 
concern? 

a. Do you feel it is valid to say that under the existing cost-of-service type of 
ratemaking, the Postal Service is more likely to overprice its monopoly 
products and services to subsidize its competitive items? 

b. How true is it that cross-subsidies generally reduce a firm's profitability in 
the long-term? 

c. What are the best ways to insure against cross-subsidization of 
competitive products from captive customers? In addition to the price cap 
itself, the requirement that competitive products cover costs and 
contribute a reasonable amount to overhead, and antitrust action, H.R. 22 
authorizes the Postal Rate Commission to require that up to 50 percent of 
all profits in any given year be applied to limit or reduce prices for non- 
competitive products when the Commission’s annual audit finds that non- 
competitive prices exceeded the cap, or that competitive ones were not 
covering costs or contributing reasonably to overhead. Are these 
disincentives enough; what should be the sanctions if the Commission 
finds evidence that the Service is cross-subsidizing? 

d. To what extent should Congress limit price discrimination in a 
commercial activity like postal service where Congress has limited 
competitive alternatives for buyers through the statutory monopoly? At 
what point is price discrimination "unfair" or "unreasonable" in a 
restricted market? 
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e. Currently, HR 22 requires each product In the competitive category of 
maii to cover its attributable costs plus make a reasonable contribution to 
overhead. To what extent should Congress require the Postal Service to 
recover a share of overhead ("institutional costs") and cost of capital from 
its competitive products collectively? Theoretically, the Postal Service 
and potentially mailers will benefit if the Postal Service earns one dollar 
in marginal revenues from competitive markets, i.e., without recovery of 
any overhead. Likewise, it may be that markets will be distorted and 
private companies disadvantaged if the Postal Service can compete 
without the discipline of recovering a fair share of overhead in 
competitive markets. How should Congress strike a balance between 
these positions? 

f. If Congress requires the Postal Service to recover a share of overhead 
("institutional costs") and cost of capital from its competitive products 
collectively and otherwise comply with the same laws as private 
competitors, is it reasonable to hope that over time the Postal Service's 
participation in competitive markets will create an incentive to increase its 
efficiency in non-competitive markets to the same standards as private 
industry? Or will the price cap mechanism — on its own - help increase 
the Service’s efficiency in non-competitive markets without expecting 
these changes to come from additional requirements on competitive 
products? 

5. The Subcommittee has heard differing views on the need to incorporate oversight 
of the quality of service in a price cap framework. H.R. 22 includes this review of 
service performance in the annual audit by the Postal Rate Commission. What are 
your thoughts on how, if at all, the Postal Service’s achievement of its delivery 
service standards should be overseen in a price cap regime? Should the 
Commission also have a role in setting those service standards? 

6. H.R. 22 permits the Postal Service to experiment with new products and services. 
How important is this testing authority to an incentive-based regulatory system, 
and how much freedom should the Postal Service enjoy in testing new products? 
How much oversight is necessary, particularly to guard against cross- 
subsidization? For example, what role should a regulator play in the introduction 
of new products or services by a regulated entity? 

a. Who should determine the placement of new products into price cap 
baskets; the Postal Service or the Postal Rate Commission? 

b. Should the Postal Service be allowed to provide non-postal services like 
financial services, electronic postmarks, T-shirts, etc.? Why or why not? If 
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so, under what conditions should they be provided? Can non-postal 
ventures help underwrite the costs of universal service? 

7. Are there specific issues that the Subcommittee should consider when requiring 
the baseline rate case (H.R. 22 requires a new rate case in order to provide “fresh” 
rates for the price cap regime if rates were not set or in the process of being set 
within 18 months of enactment)? Should the Postal Service continue to have sole 
authority to set its revenue requirement for this last omnibus rate case; are there 
any specific items that should be built into this particular revenue requirement? 

a. What have been some of the more common parameters utilized in other 
price cap regimes to insure that the new system is established correctly and 
“gets off on the right foot?” 

b. Recognizing that existing law requires the Postal Service to operate under a 
break-even mandate, the current ratesetting process allows for additional 
revenue in the rate structure to cover contingencies as well as to recover 
prior years’ losses. Should these additional revenue provisions be included 
for this final rate case? Why or why not? 

8. How often should the Postal Service be allowed to increase prices that are subject 
to the rate cap? H.R. 22 proposes that the Service be permitted once-yearly price 
increases. Is this appropriate? Should the rate eap be cumulative in nature in that 
the Postal Service would be allowed to make up for lost increases if it decides to 
forego a rate increase in one or more years, subject to the cumulative cap? 

a. Please explain more fully your recommendation for an “Actual 
Price Index” and its application to the Postal Service. 

b. At what level of the rate schedule should the cap apply? H.R. 22 
would apply the rate cap to the subclass level in each basket, 
thereby permitting the Postal Service the ability to average rate 
increases among rate categories within a subclass. Should such 
averaging be restricted through price bands? If so, how? 

9. H.R. 22 would allow for an “exigency case” should the Postal Service find that it 
faces severe financial exigencies and a change in the adjustment factors is needed 
to restore the Service to fiscal soundness. If the Postal Service requests such a 
case, the Postal Rate Cormnission would then decide whether or not to change the 
adjustment factors that apply during the then current 5 year ratemaking cycle. 
What are your thoughts on this provision? Under what circumstances, if any, 
should an exigency case be allowed? What sanctions, if any, should be applied if 
the Postal Service would seek additional revenue under this procedure? 
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a. Instead of the exigency case apjxoach, some witnesses have suggested that 
the statute specify that the rate cap only be adjusted for specific financial 
burdens placed on the Postal Service outside of its control, such as 
Congressional budgetary obligations. How should the rate cap formula 
deal with such emergencies? How specific should the statute be regarding 
the Commission’s determinations of exigent costs? 

b. Please explain in more detail your thoughts expressed in your testimony 
regarding treating exogenous costs separately fiom the index. 

10. Are there particular practices that have been noticed in other industries using price 
caps that allow the regulated company over time to attempt to dilute the desired 
incentives and reduce the potential for cost reductions that the regulator, in turn, 
should be aware of and specifically monitor? 

11. Assuming "honest, efficient, and economical management" (the statutoiy standard 
in Section 3621 of Title 39) of the Postal Service, how large of a statutory postal 
monopoly is needed to sustain the current level of universal postal service? How 
can this question be answered? Do we first need to define universal service? Why 
or why not? If so, how would you suggest that the nation define universal service 
in the postal services context? 

12. To what extent do "universal service" obligations set by Congress impose 
additional costs that the Postal Service would not normally and reasonably incur if 
operated as a private business? How can this question be answered? 

13. To what extent could the costs of the universal service obligation be financed by 
payments fi'om a "universal service” trust fund, such as occurs with the universal 
service fund in telecommunications? 


6 
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HESPOMSES BY JOHN E. KWOKA, JR. 

TO QUESTIONS PURSUANT TO HEARINGS ON H.R. 22 


GDPPl is the broadest measure of price changes throughout 
the economy and has therefore been selected as the index of input 
cost changes for most price cap plans. It was not selected 
because it perfectly captured the cost experience of any single 
company or some industry with a particular characteristic (the 
capital intensity of telecommunications companies or the labor 
intensity of the Postal Service, for example). In principle, 
therefore, it may be possible to find or devise a better index, 
but that is not a straightforward process. 

The proposed alternatives to GDPPl for the Postal Service 
basically combine multiple indexes into some weighted average. 
Both the constituent indexes and the weights are subject to 
various reservations. For example, one proposal would combine 
the Employment Cost Index with GDPPl. But the merits of the ECI 
for present purposes would need to be established. In addition, 
the GDPPl would still be used for non-employment costs despite 
the fact that it was not designed as a nonlabor or capital cost 
index. Also, if disaggregation is sensible, one could equally 
well argue for separate indexes for each category of inputs — 
labor, capital, fuel, materials, etc. There is, in short, no 
natural stopping point to such disaggregation. A final concern 
with this formulation is that the use of weights based on the 
Service's current input mix runs the risk of validating its 
presently suboptlmal mix. Determining the optimal mix would be 
difficult, to say the least. 

For all these reasons, I believe that developing a specific 
index for the Postal Service would create more problems and 
controversies than it would solve. 


Question 1(a) 

If price caps are to avoid the controversies of rate of 
return regulation and achieve the intended cost efficiencies, 
their operation should be as free of the prospect of regulatory 
intervention as possible. The regulator's ability to intervene 
will engender efforts by the price capped company to influence 
decisions to its advantage. That, in turn, will defeat the very 
purposes of price caps: focus on cost efficiency, and 
administrative simplicity. 

Consequently, I would urge once-and-for-all selection of an 
index, by order or statute, and not entertain pleas for its 
revision except under conditions of force majeure. 
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Question 2 

The theory of price caps is clear on the fact that the X 
factor should be a pure productivity adjustment. Together with a 
suitable input cost index, this ensures that price moves from its 
present level exactly with the change in the company's unit cost. 
That, in turn, results in a price capthat allows the company to 
realize the same net income as initially, since its revenues and 
costs change in lockstep fashion. 

Introducing other considerations into the determination of 
the X factor would create any number of possible problems. 

First, it would no longer ensure that overall revenues and costs 
matched. Second, it would open up each rate and rate class to 
the same kind of on-going debate that characterizes current rate- 
making. And third, since current rate levels — presumably the 
point of departure for price caps — already reflect these 
considerations, use of productivity for future changes in no way 
suppresses them. (I should note that if current rates are not 
the point of departure, then different considerations apply.) 

I would therefore urge that the X factor be based on the 
best evidence of likely Postal Service productivity. 


Question 2fa) 


The theory of price caps implies that the X factor may 
properly he any numh«T"--negative, zero, or positive--depending 
upon the productivity capabilities of the price capped producer. 
To date price caps have been applied primarily in cases of 
companies whose productivity capabilities exceed those of the 
economy as a whole and hence have negative X factors. In 
principle, however, companies whose productivity is expected 
simply to match that of the economy should have a zero offsetting 
X factor, and those whose productivity truly falls below that 
should have a positive X factor. Such cases exist among the 
Regional Electric Companies in the UK. 

While a positive X factor may appear to be a weak restraint, 
it does not "negate any cost savings" if it is correctly chosen. 
Rather, if that represents the best practice for the company, 
then it also represents the correct target: There are no hidden 
cost savings. 

I might note that a case can be made for a transitional "Y" 
factor that might result in a temporary positive overall price 
cap. y would be some number added to X to reflect legitimate 
difficulty that the Postal Service might have in achieving the 
target X value immediately. Y should decline over some 
relatively brief period of time (say, two years) in accordance 
with a preset schedule, so as to avoid efforts at extending it. 
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Puestion 2(bl 

Given my belief that the X factor should reflect Postal 
Service productivity, the only basis for different X factors 
among baskets is convincing evidence that productivity differs 
for the services within each basket. Otherwise, the only 
reasonoible presumption is that the number for overall Postal 
Service productivity — whatever that may be — best characterizes 
likely productivity for each basket. As a practical matter, it 
will be sufficiently challenging to determine a single . 
productivity factor, without embarking on a process of selecting 
different factors for each basket and its particular combination 
of individual services. 

Floors and ceilings may be desirable ancillary restraints 
within the overall price cap for a basket insofar as there is 
concern about the magnitude or speed of likely price changes, or 
about the net effects of particular price changes on groups of 
customers or competitors. Floors and ceilings may therefore be 
appended to any price cap. While they do not substitute for 
different adjustment factors in the sense of implying different 
productivity expectations, they do alter the path that prices may 
take over time. 


Question 2fc) 

Price cap plans embody maximum incentives for cost 
efficiency and minimum opportunity for strategic behavior to the 
extent that their parameters are not easily changed. On the 
other hand, complete irreversibility is not desirable since 
parameters will not remain correct forever. The correct balance 
Is a function of how accurate the initial plan design is expected 
to be: The more accurately parameters are initially set, the 
longer the interval should be until performance is reviewed and 
parameters possibly changed. The less confidence one has in the 
initial choice of parameters, the sooner performance should be 
reviewed in order to ensure that the objectives are being met. 

If "hardwiring” means a price index and adjustment factor 
reversible only by legislation, that would seem to represent a 
needlessly high hurdle. The legislative process would not seem 
well suited to what is ultimately a technical question, and I am 
not aware of price cap plans that codify such matters into law. 

On the other hand, it would sabotage the key plan objectives of 
cost efficiency and simplicity in administration if the price 
index and adjustment factor were too easily changed or subject to 
very frequent review. 



158 


Question 2fcl(i) 

I would urge that GDPPI be selected as the price index and 
that it be set by statute. The rationale for embedding it in the 
statute is that the relevant price index does not change over 
time, emd so if correctly determined at the outset, there is no 
reason for revisiting its choice in the future. 

The same cannot be said for the adjustment factor X. 
Productivity does change over time, and whether it changes or 
not, more is learned about its actual value from experience. For 
these reasons, periodic regulatory review is the appropriate 
mechanism for the X factor. 1 would urge this not be set by 
statute but rather be determined as part of periodic, but 
infrequent, performance reviews. 


Question 2f d> 

The principles for construction of service baskets are as 
follows: First, cross-elastic services should be aggregated into 
the same basket. This allows customer shifting between such 
services without triggering large changes in weights in different 
baskets that would allow other prices in each basket to be 
substantially altered. Combining substitutes also helps ensure 
that any price increases adversely affecting a particular 
customer class are accompanied by offsetting reductions in other 
prices for the same customers. 

Second, services facing similar degrees of competition 
should be combined. Otherwise, price increases on 
noncompetitiive services can more readily be used to offset 
declines in prices of services facing competition. 
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Question 3 

There can be little question that government enterprises 
have both the incentive and ability to engage in anticompetitive 
practices. Managers — particularly those with financial 
incentives related to enterprise performance — are likely to 
undertake pricing and other actions to deter entry, handicap 
rivals, predate against existing competitors, and so forth. Such 
antitrust issues have arisen in the electric power Industry in 
cases involving Otter Tail Power and TVA. These possibilities 
are yet more likely in cases where the enterprise can enter 
essentially competitive markets, as is contemplated for the 
Postal Service. 

Some standard antitrust penalties may not be very successful 
in the case of a government enterprise, but there are at least 
two that may prove effective in the present case. First, a 
financial penalty can be exacted within an unchanged price cap. 
That is, the fine would have to be paid from earned revenues, so 
that the gains that might otherwise have been realized under the 
cap would be lost to the Service and its employees. Second, 
injunctions may be issued against the anticompetitive actions by 
named individuals, who then are subject to criminal prosecution 
for further violations. 


Question 3fa) 

Hate complaints should be handled more expeditiously than 
the annual audit cycle eind outside that audit for several 
reasons. First, swift resolution of complaints benefits all 
parties to a dispute. By contrast, delays of up to a year for 
consideration and longer for resolution provide too great an 
opportunity for strategic behavior by the Postal Service (which 
gets an automatic one-year waiver for certain conduct) and a 
corresponding period of possible injury to customers or 
competitors. 

Experience at other agencies suggests that rate complaints 
may not be infrequent (and, of course, will be more frequent as 
more competitive markets are entered) . It is therefore necessary 
that criteria and procedures be in place to handle such 
complaints in an appropriate, systematic, and consistent fashion. 


Question 3(b) 

Qne method of reconciling the annual rate determination with 
subsequent complaints is for the annual determination to create a 
rebuttable presumption of compliance. This approach would 
provide a foundation for accepting the rates in the annual 
determination but it does not preclude later detailed examination 
in the context of a particular complaint. It also places the 
burden of rebutting the presumption on the complaining party, as 
is generally appropriate, but does not require overturning a 
Commission finding. 



160 


Question 4 

In principle, price caps completely eliminate the incentive 
to engage in cross-subsidization. They achieve this by severing 
the connection between incurred costa and price or revenue, so 
that misal locating costs for strategic or other reasons does not 
affect the cap and hence yields no benefit to the company. That 
said, there are several practical considerations to note. 

First, actual price cap plans are never so pure. All entail 
some implicit if not explicit adjustment possibilities baaed on 
company performance, and performance inevitably reflects cost 
experience. To that extent there will be some (diminished) 
benefits from cost misal location. 

Second, the decoupling of price from cor.t under price caps 
may appear to permit greater cross-subsidization as the company 
is, in fact, free to price without regard to the actual cost of 
any particular service. That allows seemingly arbitrary pricing 
by the company, although if ancillary restraints like floors are 
in place, no true cross-subsidization is likely to occur. 

Third, other anticompetitive actions remain equally likely 
under price caps as under rate of return. Notable among these is 
discrimination, whereby the incumbent can alter price or quality 
of some essential service it provides to its competitors. By 
doing so, it can handicap their conduct and relax their 
competitive threat. 


Question 4fa) 
Yes . 


Question 4fbl 

Under pure price caps cross-subsidies reduce a firm's own 
profitability, but under rate of return regulation, this practice 
may indeed be profit-increasing to the company. By forestalling 
competition and by expanding its rate base, cross-subsidization 
can elevate long-run profitability. As noted, earlier, price 
caps in actual practice lie in between these two extremes, 
depending upon the degree to which price and cost are decoupled. 


Question 4(c) 

The indicated disincentives should prove adequate to 
minimize the incidence of cross subsidization. If the Commission 
nonetheless finds evidence that the Postal Service is cross 
subsidizing, the same sanctions as suggested for antitrust 
violations could be applied, namely, financial penalties under 
the cap or injunctive relief. 
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Question 4(d) 

Every regulated industry engages in price discrimination to 
some extent. Price discrimination can be an effective device to 
enhance revenues in a natural monopoly setting, thereby 
contributing to covering total costs. Properly designed price 
discrimination may even be even be the most efficient structure 
of prices that allows the company to break even, that is, the one 
that minimizes deadweight loss. 

But price discrimination may also raise policy concerns. At 
some point it may result in price differentials that seem 
excessive ("unfair" or "unreasonable") in their magnitude and 
burden on particular customer classes. These are inherently 
policy judgments that fall to the regulator to make. 


Question 4(e) 

This question makes clear one of the major difficulties 
associated with Postal Service operation in competitive markets. 
Such operation would seem to be appropriate (why would Congress 
or a regulator ever prohibit entry?) and advantageous to 
customers of both competitive and noncompetitive services. Yet 
there are a number of inevitable and adverse consequences of such 
entry and operation — the inherent difficulties of administering 
the price system, the incentives for the Service to engage in 
strategic pricing, the deterrence of other entry and distorted 
development of competitive markets, and the very real possibility 
that some customers will face higher prices regardless of 
underlying costs. 

It is for these reasons that I have recommended against 
allowing Postal Service operation in competitive markets, absent 
convincing evidence of enormous economies of scope. Cost savings 
of merely "one dollar" may in principle produce benefits, but the 
costs to the system vastly exceed such minimal gains. 
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Question 4(f) 

Although I do not favor Postal Service operation in 
competitive markets, I will answer this question based on the 
stated premise. 

If the Postal Service were to operate in competitive 
markets, this might provide some basis for the Service to 
understand how best to achieve efficiencies throughout its 
operations. Yet it must be remembered that price caps by 
themselves give the Service every incentive for efficiency in 
noncompetitive services. Moreover, what it learned from exposure 
to rivals in competitive services would be limited by the 
comparability of the technology, labor, and management systems 
between competitive and noncompetitive services. In addition, 
the difficulties of correctly pricing competitive services might 
allow the Service to operate there without ever having to match 
the cost discipline of its rivals. If so, there would be no 
demonstration effect whatsoever. 
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Question 5 

As 1 and others testified, quality is a potential Achilles 
heel for price caps, since the cost incentives of price cap plans 
may encourage a company to reduce product or service quality. 
There is circumstantial evidence of such an effect in various 
price capped markets. For these reasons I would recommend that 
with guidance from the Service and user groups, the Commission 
should set objective and measurable standards of performance. It 
should then require the Service to compile data on these 
standards on a semiannual basis. This will allow detection of 
quality problems in a timely manner. 

Failure to meet quality standards should be addressed by 
adminstrative action, that is, by Commission directive that any 
significant problems be remedied. Formal penalties — fines or 
inclusion of quality standards in the price cap formula — should 
be held in reserve if administrative directives do not succeed. 
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Question 6 

The Postal Service should be given the widest possible 
lattitude in developing and testing legitimately new services 
within its area of expertise. Development of new services is one 
of the importcuit incentives of price cap plans, and the record in 
other industries confirms that price caps do indeed encourage 
such initiatives. But this lattitude should be subject to 
certain limitations to ensure that it is employed to the benefit 
of consumers. First, the new services should be within its area 
of expertise, not ventures into entirely new and different 
services where there is no reason to expect the Service to have a 
comparative advantage. Second, even within its area of 
expertise, the new services must be legitimate efforts to test 
market potential and not "fighting brands" intended to counter 
existing or potential entrants. These criteria should be 
administered by the Commission. 

Third, the pricing of such new services should be brought 
under the cap at a relatively early point in time, say, within 
six months. This will encourage concerted efforts by the Service 
to determine market potential without undue disruption to other 
services and rivals for a prolonged period of time. If the new 
product thereafter does not succeed in the market, it can be 
withdrawn under price cap procedures. 


Question 6(a) 

The Postal Rate Commission should determine the placement of 
new products into price cap baskets. The self-interest of the 
Postal Service makes it an altogether inappropriate entity for 
rendering this decision. 


Question 6(b) 

No. Virtually by definition, there are no obvious and 
significant economies of scope between postal and non-postal 
services that justify Service provison of the latter. Moreover, 
as I discussed earlier. Postal Service entry into these unrelated 
areas creates a host of difficult pricing problems. On balance, 
therefore, there are costs without benefits to provision of non- 
postal products, and the appropriate policy seems clear. 
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Question 7 

As I testified, there are a number of reasons to avoid a 
"baseline rate case" just prior to inauguration of price caps, 
but if one is to be conducted, it should proceed recognizing the 
implications of the fact that price caps will follow. More 
concretly, since the baseline rates will form the basis for 
future prices under caps, the Postal Service will understand 
their greater importance and can be expected to seek rates that 
provide an enduring advantage. In this context, allowing the 
Service to set its own revenue requirement runs the obvious risk 
of permanently embedding excessive costs in price caps. Some 
alternative method of establishing the revenue requirement must 
be found. 

I am not sufficiently familiar with the postal rate case 
process to propose specific suggestions, but the nature of the 
possible problems with rate structure are quite clear. The 
Postal Service will predictably offer low prices for services 
where it can forsee competition, and insist on higher prices (no 
doubt offering cost and elasticity justifications) in areas where 
it will hold an enduring monopoly. Permitting such rebalancing 
as part of initial rates will also lengthen the period of 
monopoly control by the Service. 


Question 7(a) 

In most price cap plans, the point of departure has been 
pre-existing rates rather than some re-initialization of rates. 
The reasons are threefold: First, if it were possible to set 
more appropriate rates than those existing at present, that would 
presumably already have been done. Hence the most that can be 
accomplished by a baseline rate case would seem to be replication 
of standard practice. Second, even that replication may not be 
possible since, as I have just discussed, resetting baseline 
rates for price cap purposes raises the stakes for all parties 
and induces greater strategic behavior. Third, instituting price 
caps is a sufficient policy challenge by itself. Achieving 
consensus and support is made more difficult by encumbering the 
process with additional issues involving current rates. 

For these reasons, I would urge a minimal rate case, if at 
all, and a focus on the going-forward benefits of price caps. 


Question 7(b) 

The question of recovery of one additional past year's 
losses is a policy judgment that will not affect the future 
operation of price caps for the Postal Service (at least not so 
long as it is clear that this would be the final such recovery 
allowed). By their very nature, however, contingency reserves 
are different. They represent allowcuices for recovery of future 
excess costs, in direct contradiction to the basic premise of 
price caps that the company be bear the burden of excess costs. 
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just as it realizes benefits from excess profit. Adoption of 
contingency reserves is therefore tantamount to the abandonment 
of price caps euid should not be allowed. 
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Question 8 

The frequency of allowed price changes should reflect the 
likely pace of factors that justifiably influence prices. These 
are input costs, technology, and demand conditions. To the 
extent that these do not change quickly and unpredictably, annual 
price changes would seem entirely appropriate. 

Regarding the rate cap itself, this should be cumulative in 
the sense that the Postal Service should be €Lble to raise prices 
based on previously unused pricing discretion (up to the current 
cap). The alternative "use it or lose it" policy would create an 
incentive for the Service to raise prices to the maximum 
allowable at each point in time since any foregone pricing 
discretion would thereafter limit it to a lower rate. 


Question 8(a) 

My proposed Actual Price Index is intended to conveniently 
keep track of the Postal Service's current actual price, on the 
assumption that allowable but currently unused pricing discretion 
could later be drawn upon. Suppose, for example, the cap foes 
from an initial index value of 100 to 104 in the following year. 
Then if the Postal Service chose not to use all of its pricing 
discretion in the second year, an index of its actual prices 
might be, say, 103. While this is obviously below the cap, it 
indicates some currently unused pricing discretion that might 
later be employed. On an on-going basis the API would track 
actual rates relative to the cap, but also automatically indicate 
the extent of remaining pricing discretion. 


Question 8(b) 

Standard practice is for a "cap" to apply to a "basket." 

This is more than a definitional issues since the criteria for 
services constituting a basket and the relationship among prices 
of services within a basket are inextricably related. If the cap 
is applied only to some disaggregation of a "basket," the latter 
is not truly a basket since there is no flexibility among the 
prices of the services constituting the supposed "basket." 
Therefore, either price caps should allow pricing trade-offs at 
the currently defined "basket" level, or new "baskets" (perhaps 
the current "subclasses") should be defined and justified. 

There is a useful trade-off between baskets and bands. 
Although as previously noted, bands do not prevent the eventual 
realization of any particular prices, they alter both the timing 
and the path to those prices. In these respects bands can serve 
a very useful ancillary role in moderating prices chcinges within 
baskets. 

In the present case, if currently defined baskets meet the 
relevant criteria, I would urge strict pricing bands be employed 
to alleviate concern with the pace of price changes toward their 
eventual levels. A standard form for bands is to limit annual 
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price change on any specific service to plus-or-minus 5 (or 
sometimes 10) percent relative to the cap. Thus, if the overall 
cap is at 103 for the year, service price can be in the range 
between 98 and 108. 
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Question 9 

Whether explicit or implicit, every price capped firm has 
some recourse in case of extraordinary adverse circumstances. 
Every such firm knows full well that the regulator ultimately 
will not let it go beuikrupt or pay its workers or its outside 
suppliers. For this reason, as I have previously indicated, 
there is always some compromise with “pure" price caps. On the 
other hand, if such eventualities prove to be common rather than 
extraordinary, ad hoc pleading with the regulator would have 
replaced price caps as management's guiding beacon. For these 
reasons, such recourse should not be requested often and should 
be granted even less often. 

The circumstances that in principle might justify an 
"exigency case" would be unforseeable and uncontrollable events 
affecting underlying cost parameters. For example, if the price 
of a particularly important factor of production for some reason 
skyrockets, then an appeal to the Commission might be in order. 
But ordinary variations and controllable events (labor costs, 
etc.) should not trigger such a pleading, since those are 
precisely the events that the Service is supposed to take control 
of. The criteria that I have outlined would limit grants to 
exigency cases with substantive merit and hence no sanctions 
would be appropriate. 


Question 9(al 

I would distinguish the above exigency circumstance from 
exogenous changes in financial obligations due to administrative 
actions such as tax law changes or changes in accounting rules. 
These latter can be incorporated directly in the formula in a 
manner that passes such cost changes through to final service 
prices. The rationale for this pass-through is that exogenous 
changes by definition are outside the control of the company and 
therefore not subject to its efforts at cost control. The 
rationale for incorporating these into the price cap formula is 
that resolving these automatically eliminates the need for and 
risks of administrative intervention. 

For these reasons, I would urge Incorporation in the formula 
of those cost changes that are administratively determined. This 
would leave "exigency cases" for other, truly extraordinary 
events . 


Question 9(b) 

As I just Indicated, exogenous cost changes are not 
controllable by the price capped enterprise. Thus for example, 
if half of total costs are exogenous and those rise or fall by 10 
percent, the price cap should automatically change by 5 percent. 
Only if it does so will the cap remain equally binding on the 
firm. 

The most straightforward mechanism for dealing with these 
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exogenous costs is discussed in the FCC's price cap plans for 
AT&T and the local exchange carriers. There, so-called ’’Y" 
factors are defined and enbedded in the formula so as to avoid 
the need for regulatory intervention in these cases . 
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Question 10 

Any regulatory pricing system is subject to some efforts by 
the affected companies to "game" the system to their advantage. 
But each such plan is unique, as are the subject companies. For 
these reasons it is impossible to generalize experiences to 
produce a list of likely practices that would dilute the benefits 
of price caps. 

The most that can be said with conviction is that every 
effort should be made initially to develop a price cap plan with 
the greatest of care, since any flaws or ambiguities will 
inevitably be exploited thereafter. The subsequent task of the 
Commission will be immeasurably eased by careful design of the 
plan and foresight into the behavior it will induce. 
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Question 11 

I am not sufficiently familiar with the universal service 
aspects of the postal monopoly to cuiswer this question with 
confidence. 


Question 12 

I am not sufficiently familiar with the universal service 
aspects of the postal monopoly to answer this question with 
conf idence . 


Question 13 

I am not sufficiently familiar with the universal service 
aspects of the postal monopoly to answer this question with 
confidence. 
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The National Regulatory Research Institute 



John M. McHugh 
Chairman 

Subcommittee on the Postal Service 
Congress of the United States 
House of Representatives 
Rayburn House Office Building 
Washington, DC 20515 

Dear Chairman McHugh: 


1080 Carmack Road 
Columbus. Ohio 43210-1002 

Phone: 614/292-9404 
FAX: 614/292-7196 

June 30, 1997 


Enclosed are responses to the questions for the record following the April 1 h* hearing. 
Since many of my colleagues here at the National Regulatory Research Institute have worked on 
the implementation of price caps for regulated utilities, 1 asked several of them to assist in 
responding to the questions. As a result, these responses represent a group effort. Working with 
me on these questions were Keimeth Costello, Raymond Lawton, Vivian Davis, and Nancy 
Zearfoss. 


As you are aware, state and federal utility commissions have had extensive experience in 
price cap regulation of telecormnunications providers. Some evidence exists, along with a good 
amount of analytical effort, that allows us to present some helpful answers to the questions posed 
by the Subcommittee. With the caveat that each industry -- postal service, telecommunications, 
electric, rail, and water - where price caps have been proposed have unique characteristics that 
require various modifications of the “pure’ price caps model. There are, however, important and 
relevant insights that can be drawn from these industries, particularly the telecommunications 
price cap experience. 

If you have any questions or if we can be of further assistance, please call or write. 

Sincerely, 


Keimeth Rose, Ph.D. 
Senior Institute Economist 

End. 

telephone: 614-292-9434 
fax; 614-292-7196 
e-mail: rose.8@osu.edu 


Esrahlished hy the National Association of Regulatory Utility Commissioners at The Ohio State University in 1976 
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RESPONSES TO QUESTIONS FOR THE RECORD FOLLOWING 
THE HEARING ON APRIL 16, 1997 REGARDING H.R. 22 

by 

Kenneth Rose, Kenneth Costello, Raymond Lawton, 

Vivian Davis, and Nancy Zeaifoss 
The National Regulatory Research Institute 
The Ohio State University 

1. Some witnesses have testifled that the price cap index of GDPPI as proposed in H.R. 
22 does not take into account the actual input costs of the Postal Service; i.e. labor 
costs comprising 80 percent of operating costs. For example, Professor Baumol 
stated that GDPPI is more appropriate for the capital intensive industries where 
price caps have been applied elsewhere, such as telecommunications, and he argued 
for consideration of an index that reflects the Postal Service’s substantial handicraft 
components. Further, Dr. Christensen proposed that the Subcommittee consider a 
blended index of the Employment Cost Index (ECI) and GDPPI, to better reflect the 
Service’s great reliance on labor. However, other witnesses, such as Mr. Sidak, 
suggest that basing an index on the Postal Service’s capital-labor ratio represents 
flawed reasoning because the current cost mix is neither profit-maximizing nor cost- 
minimizing. What are your thoughts regarding selection of an appropriate index, 
and whether a blended index of ECI and GDPPI is appropriate? 

a. Although the bill proposes that the index be set in statute, how important is it 
that the regulator have discretion to revisit and adjust the index? What 
would be an acceptable time frame for the regulator to analyze the market, 
economic, etc., trends underlying the assumptions used in setting the index? 

Rapamt: 

A price index, ideally, should have four qualities: (1) it should be relatively stable over 
time, (2) it should not be closely correlated with the actual cost changes for an individual 
regulated entity, (3) it should be easily measurable or publically available, and (4) it should 
reflect, as closely as possible, the average cost changes for the industry within which a regulated 
entity operates. A preferred price index would be similar to the one accepted by the Interstate 
Commerce Commission for railroads, that is, an industry input price index. The railroad price- 
cap index adjusts the input price index by an industry-specific total factor productivity (TFP) 
index. Simulating competitive conditions, this index allows prices to change by the change in 
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the industry’s average cost. Therefore, to the extent that an individual firm keeps its costs below 
this level, it achieves higher profits. This is analogous to the case where an unregulated firm’s 
prices are driven by the industry’s average cost, with profits to an individual firm dependent 
upon its ability to keep its costs below the industry average. 

In practice, most price cap plans use an economy-wide price index. This is true for the 
U.S. telecommunications industry and the U.K. privatized public utility industries. Done partly 
for expediency, this use of an economy-wide price index presumes that the growth rate for the 
industry’s input price index corresponds closely to that for the economy as a whole. 

The Gross Domestic Product Price Index (GDPPI) has two major deficiencies for the 
Postal Service. First, the GDPPI may not represent a good measure of aggregate (or economy- 
wide) inflation. For example, by representing only about one-third of the economy covering 
sales for final consumption, the GDPPI inadequately measures this economy-wide output or 
input prices. Second, as criticized by Dr. Christensen, the index provides a poor proxy for input 
price changes at the Postal Service. 

Notwithstanding these problems with the GDPPI, applying a blended index, as proposed 
by Dr. Christensen, seems somewhat ad hoc. Data limitations, partly because the Postal Service 
has monopoly power for some mail services, precludes the measurement of an “industry" input 
price index or TFP measure. So it logically seems that some sort of economy-wide price index 
as well as TFP measure must be used. Instead of a blended price index, one can use the GDPPI 
and adjust the X-factor for any discrepancy that is judged to exist between the Postal Service 
input price index and that for the economy as a whole. 

There is precedent for this methodology in the application of price caps for Local 
Exchange Carriers (LECs). In this example, the Federal Communications Commission (FCC) 
adjusted the X-factor for the fact that LECs historically encountered lower input price changes 
than the economy as a whole. If, for example, input price changes are expected to be higher for 
the Postal Service than for the economy as a whole, then the X-factor could be adjusted 
downward fi'om an otherwise baseline level to account for this. 

Although having no great concern over the Christensen blended price index proposal, I 
believe that die index may complicate matters by combining two indices in deriving an input 
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price index in addition to including in the price cap fonnula a productivity index. In addition, I 
suspect, one objective of the price cap idea is to reduce the labor intensity within the Postal 
Service. If so, then one could argue, as Mr. Sidak, that an ideal input price index would 
incorporate a lower labor mix than what currently exists for the Postal Service. The Christensen 
proposed index would not do this. 

The uncertainty at this time over what is the most appropriate price index argues for not 
explicitly specifying the price index in statute. This issue as well as others will probably have to 
be revisited over time as problems arise and lessons are learned. One should look at price caps as 
inevitably evolving over time in response to its previous performance. Certainly, this has been 
the case in the applications of price caps for the U.S. telecommunications industry and the U.K. 
public utility industries. 

2. H.R. 22 bases the choice of the adjustment, or "X”, factor on various measurable 
considerations such as costs, revenue, productivity, service quality, and demand. 
However, other witnesses suggest that the adjustment factor be a pure productivity 
offset. Yet others argue that the current subjective ratemaking criteria in the 
statute (e.g., fairness and equity, or the educational, cultural, scientific, and 
information value of the mail) be retained as the adjustment factor criteria. What 
are your thoughts regarding the establishment of the adjustment factor solely as a 
productivity offset? If other factors should be considered, which ones? 

Response ; 

The X-factor can be used to represent residual factors that take into accoimt other 
considerations besides productivity. These other considerations could include the financial 
condition of the Postal Service. The Postal Rate Commission should have the flexibility to 
adjust the X-factor for a following multi-year period for unexpected financial outcomes. If, for 
example, the Postal Service encountered financial difficulties in past periods, the Commission 
may want to adjust downward the X-factor for a sub^quent period. Rather than applying a 
different input price index or making some other significant change, it seems that when the actual 
(e.g., financial) performance is unforeseen, varying the X-factor would be most feasible. This 
approach is more in line with how the X-factor is defined in the U.K. than in the U.S. where 
price caps are applied. 
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a. H.R. 22 permits a positive or negative adjustment factor, as determined by 
the Postal Rate Commission after a full and open case. However, some have 
suggested that a positive adjustment factor should be permitted only under 
certain conditions and that these conditions should be specifically 
enumerated under the bill. These witnesses have stated that allowing for a 
positive adjustment factor would negate any cost savings and would send the 
wrong message to postal managers. What are your thoughts in this regard? 

Response : 

A positive adjustment factor would be unusual, but not unprecedented. It has been used 
as a side condition to adjust prices for certain services, especially those that were previously 
subsidized or transacted in monopoly markets. The Postal Rate Commission, for example, may 
conclude that rate rebalancing should take place because of certain services being heavily 
subsidized in the past. In this case, a positive adjustment factor that pertains to previously 
subsidized services may be appropriate. This is probably the only reason to incorporate a 
positive adjustment factor into a price cap mechanism. 


h. Some testimony has recommended that a single adjustment factor be set by 
the Postal Rate Commission and that this would be the same adjustment 
factor for each basket These witnesses have observed that setting individual 
adjustment factors for each basket places the Commission closer to costHif- 
scrvice regulatory decisions. However, others suggest that separate 
adjustment factors for each basket are necessary to take into account the 
fairness and equity considerations, among others, that many mailers in the 
noncompetitive category feel are important among baskets. What are your 
thoughts in this regard? How best can price changes among baskets be seen 
as fair and equitable? Would the use of price adjustment floors and ceilings 
be compatible with — or should they replace — the separate adjustment 
factors for each basket? 


Response : 

A single adjustment factor should be used across the designated baskets. This is 
generally the way it is done in real world price-cap applications. Trying to determine a specific 
adjustment fiictor for each basket would drive up the cost of implementation as well as have no 
theoretical merit As pointed out above, however, a different adjustment factor may be 
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appropriate under extreme or special circumstances, for example, where the policy objective is to 
have rate rebalancing to gradually phase out past cross-suhsidies. 

c. Dr. Christensen suggests completely hardwiring the price cap formula by not 
only setting the index in statute, but also selecting the non-farm total factor 
productivity index published by the government as an annual adjustment 
factor. What other price cap regimes are completely hardwired, especially in 
statute? What are the pros and cons of such a suggestions; (for example. Dr. 
Christensen cites advantages such as the objectivity of the offset and the 
avoidance of any regulatory meddling)? 

Response : 

Two general approaches for defining the adjustment factor prevail. One is the 
Christensen (“hardwire") approach; the other is the U.K. approach, which measures the 
adjustment factor on the basis of different determinants. Under the former, the adjustment factor 
is closely linked to total factor productivity. Theoretically, if an economy-wide price index (e.g., 
GDPPI) is used, the productivity offset should represent the difference between the productivity 
of the relevant sector and the economy as a whole. 

The U.K. approach, in contrast, provides no direct linkage between productivity and the 
adjustment factor. Instead, it relies on a host of factors to arrive at the adjustment factor. 

Experiences with price cap plans reflect that the adjustment faetor will almost always be 
susceptible to political pressures. In the U.K., for example, the adjustment factor has risen over 
time to redress the problem of consumers receiving too little of the significant efficiency gains in 
newly privatized public utilities that were realized during the early years. In practice, the 
adjustment factor has been determined on the basis of both economic and political 
considerations. 

In the U.S., productivity has played a more major role in determining the adjustment 
factor under price cap plans. But even here it has not assumed the sole determinant. For 
example, the Federal Communications Commission has added to AT&T’s productivity a 
“consumer dividend” component to ensure that a sufficient portion of efficiency benefits would 
accrue to consumers. 
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Determination of the adjustment factors should probably be viewed more as an art than a 
science. A strictly mechanical approach, as proposed by Dr. Christensen, to determining the 
adjustment factor ignores the economic and politick tradeoffs that are inherent in any price cap 
plan. While it is a worthy goal to take the politics out of ratemaking, experiences across different 
industries in different countries show that it is extremely difficult to do. If, for example, a firm 
under price caps earned extremely high profits for the last several years, at the time of the next 
rate revision it is inevitable that the adjustment factor for the subsequent period would be raised. 
While it can be argu^ that this is undesirable in terms of diminishing the incentives of a firm to 
make efficiency gains, such an action may reflect good economics and public policy. Historical 
productivity for either an individual sector or the economy at large may distort the expected 
productivity gains for a firm subject to a more flexible, efficiency-conscious regulatory regime. 
This would especially be true for a firm or industry that has significant inefficiencies. 

The incorrect choice of an adjustment factor introduces a systematic bias in a price cap 
plan. In addition to producing persistent profits or losses to a firm, this bias causes prices to 
deviate further fiom costs over time, i.e., pricing inefficiencies. When addressing this problem, 
regulators must have some mechanism to correct for it One way to achieve this would be to 
manipulate the adjustment factor in a way that mitigates against a recurrence in the future. In 
this way "regulatory meddling” can often be a good thing. “Hardwiring” the price cap formula 
and using an economy-wide productivity measure, as proposed by Dr. Christensen, would 
severely tie the hands of the Postal Rate Commission in taking the necessary action. Since the 
Commission is in a better position to adjust to future changing conditions, hardwiring the 
formula in statute is not recommended. 

d< What considerations should apply in determining the makeup and number of 
product baskets? In other words, what are the principles that determine the 
number and content of baskets? 

Response : 

Economic fiieory would tend to support the setting of price caps across broad-based 
baskets. In the extreme case of a single basket, economic analysis shows that imder certain 
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assumptions prices would tend to converge to second-best or Ramsey prices — i.e., prices that 
minimize the loss of consumer surplus while permitting a firm to earn normal profits. 

At the other extreme, separately capping each service at the individual consumer level 
would be administratively complicated and restrictive in terms of pricing flexibility. On the plus 
side, however, it would guard against cross-subsidization and "unreasonable" price 
discrimination, which would be more likely under broad-based baskets. 

As a matter of principle, each basket should contain services that are reasonably similar 
in terms of the market conditions under which they are transacted. Combining into one basket 
services varying widely in the degree of competition faced by the Postal Service would tend to 
result in the price of some services to rise much higher than other services in the same basket. 
Although this may not be necessarily bad, constructing broad baskets would probably require 
some side conditions to limit price increases for those services where consumers have few 
choices. 


3. The Subcommittee has heard various points of view on the issue of applying 

antitrust laws to the Postal Service; what do you see as some of the advantages and 
disadvantages in applying antitrust statutes to the Postal Service, particularly 
considering its position as a government entity? To what extent should competitive 
products of the Postal Service be subject to other laws as applicable to similar 
products of private companies, such as business practices rules (e.g., Lanham Act), 
customs laws, etc.? 


Response : 

The application of antitrust laws to the Postal Service is outside our expertise, therefore, 
we have no response to this question. 


4. There is a great deal of concern, under the present system, regarding possible cross- 
subsidization. How does price cap regulation address this particular concern? 

a. Do you feel it is valid to say that under the existing cost-of-service type of 
ratemaking, the Postal Service is more likely to overprice its monopoly 
products and services to subsidize its competitive items? 

Response : 
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Under cost-of-service (COS) regulation, a firm would have an inherent incentive to cross- 
subsidize competitive services with revenues from monopoly services. In other words, the firm 
would be motivated to shift its costs to markets where it has more market or monopoly power. 

By itself, having the incentive to shift costs or cross-subsidize, does not necessarily mean it will 
happen. If the Postal Rate Commission had adequate information, it could detect cross- 
subsidies. Also, if postal rates are divorced from costs, then cost-shifting would be less likely to 
increase postal rates for monopoly services. But because regulators often do not possess 
adequate information and rates are based on reported costs, COS regulation is prone to cross- 
subsidization. 

In contrast, one of the advantages of price caps over COS regulation is that the regulated 
firm would generally find it futile to benefit from cost-shifting or cross-subsidization. It 
eventually does this by breaking the linkage between a firm’s prices and its reported costs. 

b. How true is it that cross-subsidies generally reduce a firm’s profitability in 
the long-term? 

Response : 

Cross-subsidies, to the extent they drive out competitors, can actually improve a firm’s 
profitability in the long-term. But this assumes what is called predatory pricing, which many 
economists discount because of its irrationality under most circumstances. 

Cross-subsidies, on the other hand, can hurt a firm’s financial position if lost revenues 
from subsidized services are not offset by additional revenues from other services. An example 
of this occurs when a firm sells all of its services or products in competitive markets. Under this 
condition, the firm would be unable to locate a source of funding for its cross-subsidies. By 
increasing prices for any service or product to pay for cross-subsidies, the firm would price itself 
out of the market. 

For a regulated entity, such as the Postal Service or a public utility, which operates in a 
mixed-market environment, it can usually find a source of funding for cross-subsidies. This is 
especially true if the firm holds a statutory monopoly for any of its services and sets rates on the 
basis of cost-of-service principles. 
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c. What are the best ways to insure against cross-subsidization of competitive 
products from captive customers? In addition to the price cap itself, the 
requirement that competitive products cover costs and contribute a 
reasonable amount to overhead, and antitrust action, H.R. 22 authorizes the 
Postal Rate Commission to require that up to 50 percent of all profits in any 
given year be applied to limit or reduce prices for non-competitive products 
when the Commission’s annual audit finds that non-competitive prices 
exceeded the cap, or that competitive ones were not covering costs or 
contributing reasonably to overhead. Are these disincentives enough; what 
should be the sanctions if the Commission finds evidence that the Service is 
cross-subsidizing? 


Response : 

The best ways to prevent cross-subsidization include liberalizing markets to stimulate 
competition and, if regulation is still required, to place a “Chinese Wall” between competitive 
and monopoly services. Expanding the scope and intensity of competition in markets for the 
different services would make prices more transparent to consumers. Consequently, efforts to 
fund cross-subsidies through higher prices to certain services would become less successful. 

The “Chinese Wall" would protect capture customers by divorcing the price they are 
charged from the profits that a firm earns from other customers. Under COS regulation, the firm 
has the incentive and often the ability to “gouge” captive customers by mis-allocating costs (i.e., 
cost-shifting) in the form of assigning accounting costs from its competitive services to its 
monopoly services. As discussed earlier, price caps can avoid this problem by severing prices 
from the firm’s cost of service. 

Erecting a “Chinese Wall” also means that competitive markets should be pretty much left 
alone by regulators. The only legitimate concern for regulators or any governmental actors 
would be when the competitive services are priced below incremental costs. As long as these 
prices generate sufficient revenues to cover the services’ incremental costs, most economists 
would agree that no cross-subsidies exist. In other words, such a product would be “subsidy- 
free”. 
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In sum, by establishing a rule that prohibits the Postal Service from pricing any services 
below incremental cost and, in addition, setting well-structured price caps for captive customers, 
no additional action seems to be required. 

d. To what extent should Congress limit priee discrimination in a commercial 
activity like postal service where Congress has limited competitive 
alternatives for buyers through the statutory monopoly? At what point is 
price discrimination “unfair' or “unreasonable" in a restricted market? 

Response : 

Price discrimination against certain consumers becomes more likely when consumers 
have less market choices. The problem of unconstrained price discrimination is a real possibility 
anytime a firm has a guaranteed monopoly in one market segment and faces competition in other 
market segments. Because the Postal Service has a statutory monopoly for some of its services, 
regulation needs to protect these consumers from “unfair” or “unreasonable" price discrimination. 
In the case of public utilities, state and federal regulators have always permitted a certain degree 
of price discrimination. While many state statutes disallow “undue” or “unjust” price 
discrimination, regulators have had considerable leeway in interpreting what is undue or unjust. 
Generally, public utilities have the ability to price discriminate so long as rates covet incremental 
cost and no social standard of fairness is severely violated. The courts have generally not 
overruled the regulators in setting such discriminatory rates. 

Many economists would argue that price discrimination is only unfair or unreasonable 
when prices for any service or product falls below incremental cost. The argument is that by 
charging below cost for a service or product, the prices of other services or products would have 
to increase in order to avoid financial losses by the regulated firm. In other words, consumers of 
these other services would be better off when the firm discontinues providing the subsidized 
service. 

Under price caps, price discrimination may actually increase as the firm has greater 
flexibility to vary prices in response to market conditions. The degree of price discrimination 
depends importantly on the number of service baskets and what services are included in each 
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basket. As in the case of cost-of-service regulation, unfair or unreasonable price discrimination 
occurs when the price for any service lies below incremental cost. 


e. Currently, H.R. 22 requires each product in the competitive category of mail 
to cover its attributable costs plus make a reasonable contribution to 
overhead. To what extent should Congress require the Postal Service to 
recover a share of overhead (‘institutional costs”) and cost of capital from its 
competitive products collectiveiy? Theoretically, the Postal Service and 
potentially mailers will benefit if the Postal Service earns one dollar in 
marginal revenues from competitive markets, i.e., without recovery of any 
overhead. Likewise, it may be that markets will be distorted and private 
companies disadvantaged if the Postal Service can compete without the 
discipline of recovering a fair share of overhead in competitive markets. 

How should Congress strike a balance between these positions? 


Response ; 

As pointed out earlier, the economically defensible price floor for a service is incremental 
cost. Economists generally agree that price floors above incremental costs (to cover overhead for 
example) can produce inefficiencies and runs counter to the operation of a competitive market. 
Firms, for example, denied the opportunity to set prices below embedded costs (e.g,, incremental 
costs plus institutional costs) stand to suffer financial losses when their competitors are able to 
price down to their incremental costs. 

By allowing a firm to price at incremental cost or above, any switching of suppliers by 
customers could be regarded as economically efficient because the regulated entity would lose 
customers only to those suppliers that have lower economic costs. The regulated entity has the 
ability to retain customers whenever it can supply a service at a lower price than its competitors. 

In sum, placing a price floor above incremental costs would give an unfair advantage to 
private companies. Some of these companies may be able to compete successfully with the 
Postal Service only because of the protection they enjoy when the Postal Service is constrained 
fi-om pricing competitive services in line with prevailing market conditions. 


f. If Congress requires the Postal Service to recover a share of overhead 
(“institutional costs”) and cost of capital from its competitive products 
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collectively and othenvise comply with the same laws as private competitors, 
is it reasonable to hope that over time the Postal Service’s participation in 
competitive markets will create an incentive to increase it efficiency in non- 
competitive markets to the same standards as private industry? Or will the 
price cap mechanism — on its own help increase the Service’s efficiency in 
non-competitive markets without expecting these changes to come from 
additional requirement on competitive products? 


Response : 

The price cap mechanism should be seen as the primary vehicle for improving the Postal 
Service’s efficiency in non-competitive markets. It is convoluted to argue that imposing a higher 
price floor on competitive services would elicit better performance by the Postal Service in non- 
competitive markets. 

A price cap mechanism that establishes separate baskets for competitive and non- 
competitive services would have two outstanding outcomes: (1) consumers of non-competitive 
services would be protected against cross-subsidization and "unreasonable” price discrimination, 
and (2) the Postal Service would have strong incentives to control its costs for all services to the 
extent it regards higher "profits” as a desirable goal. Imposing an artificial price floor for 
competitive services not only would distort the market for those services, as argued earlier, but it 
would also have minimal or no effect on the Postal Service’s efficiency in non-competitive 
markets. 


5. The Subcommittee has heard differing views on the need to incorporate oversight of 
the quality of service in a price cap framework H.R. 22 includes thb review of 
service performance in the annual audit by the Postal Rate Commission. What are 
your thoughts on how, if at all, the Postal Service’s achievement of its delivery 
service standards should be overseen in a price cap regime? Should the 
Commission abo have a role in setting those service standards? 


For all regulated utilities (electric, gas, water and telecommunications, vdiether under 
price caps or not), state public service commissions use customer complaint programs, reporting 
requirements and field investigations to monitor quality of service. Adequate monitoring and 
enforcement of service quality standards is especially important under price cap regimes b^ause 
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of the tendency of the regulated firm to cut costs and provide inferior service to captive 
customers. 

The primary means of monitoring is processing complaints. Usually commissions 
distinguish complaints fi-om inquiries, though they keep track of both. Inquiries to the 
commissions can be resolved merely by working with the regulated company to give customers 
better information on their service and what they can expect. Complaints represent an actual 
failure by the company to provide acceptable quality of service. Commissions assign staff to the 
complaint processing function and track the numbers and types of inquiries and complaints they 
receive and handle. 

The second type of monitoring used by commissions is reporting requirements. State 
commissions include service quality among the data that must be submitted in reports (usually 
annual) fi-om regulated utilities. In telecommunications, the Federal Communications 
Commission has not set specific service quality standards but does have an electronic 
management information system for monitoring service quality for the nation’s largest telephone 
companies, which are under federal price cap regimes. The companies report annually to the 
FCC. In establishing a monitoring system, decisions to be made include the timing, level of 
detail and format, as well as operational definitions of any particular standards to be met. 

Field investigations are the third form of monitoring that public service commissions use. While 
more costly than customer complaint programs or company reporting, field investigations often 
provide information not otherwise available on such matters as how quickly you can get dial tone 
or whether a pay phone is working. 

Customer satisfaction surveys have often been solicited from the regulated companies as 
part of routine reporting requirements but may also be conducted directly by a commission. Left 
to conduct customer satisfaction surveys themselves, telephone companies have typically 
reported very high rates of customer satisfaction (in the range of 95 percent). An independent 
survey recently conducted by the NRRl found much lower levels. These results suggest that 
Commissions should have an active role in monitoring, rather than accepting company results. In 
general, commissions are also active in setting the standards that regulated companies must meet. 
Standard setting is ordinarily a formal commission proceeding that includes testimony by 
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commission staff and company and other parties^ such as consumer groups. More informal, 
collaborative efforts such as work groups are also used to reach an understanding and consensus 
on standards. 

The Postal Rate Commission should only punish for non-attainment of desired service 
quality levels and not reward “a second time" the Postal Service for achieving the desired levels. 
The second reward comes about because the existing price caps already provides a sufficient 
economic reward in the opportunity to earn profits. Adding an “incentive reward” on top of the 
existing economic reward would make prices be too high. If a firm is given a positive additional 
incentive by a regulator for achieving service quality goals, such as being allowed to increase 
prices, this introduces a distortion that may result in too much quality or in more quality than 
consumers would otherwise pay. Moreover, this possible doubling of the reward is only 
available to the regulator if the incumbent has market power and captive customers. 

a. Yon indicate in your testimony Uiat 16 States have price cap plans with a 
penalty for service degradation. Please expand on those penalties; for 
example, what kind they are and how they are applied. 

Response : 

All commissions can impose penalties for persistent quality of service deficiencies, 
whether they use a price caps means of regulation or not. Fines or reparations, show cause 
orders, revocation of the license to operate, a citation for contempt and prosecution by the state 
attorney general are possible penalties. Fines and reparations are probably the most common 
penalty. They are more effective if targeted to individual customers (as rebates, for example) 
rather than as general rate decreases spread over many customers. The experience of the state 
commissions has tended to be that financial penalties are often minimal by the time they are 
negotiated and actually applied. 

Penalties in state telecommunications price cap regimes are sometimes included in the 
price c^ formula, but more often are separate conditions. Some examples of treatment of 
service quality under price caps (the ^)pendix provides more detail on five states): 
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• Illinois: The price cap formula for Ameritech-Illinois includes a reduction of .25 percent 
from the inflation index for each of eight different service quality criteria, or a total 
possible penalty of a reduction of 2 percent in the allowed price increase (see appendix). 

• Ohio: Like Illinois, includes service quality penalties as part of the price cap formula. 

• Rhode Island: A service quality index has monthly measurements and the rating of 41 
quality of service indicators. If the service quality index falls below prescribed levels in 
any month, the effective date of any proposed price changes is delayed. 

• Texas: As a condition of price cap regulation, companies must meet recently revised 
q lity of service standards. 

• h York: Nynex’s price cap plan approved by the New York Public Service 
Commission in 1995, includes extensive service quality requirements. 

• Colorado: Rate increases under the price cap plan can be disallowed by the commission 
if a telephone company falls to meet service quality standards (see appendix). 

• New Jersey: The Board of Public Utilities may terminate the price regulation plan if 
“substantial degradation of service is found to exist.” 

6. H.R. 22 permits the Postal Service to experiment with new products and services. 

How important is this testing anthority to an incentive-based regulatory system, and 
how much freedom should the Postal Service enjoy in testing new products? How 
much oversight is necessary, particularly to guard against cross-subsidization? For 
example, what role should a regulator play in the introduction of new products or 
services by a regulated utility? 

Rwpoaae: 

Federal and state telecommunications price cap plans intend (among other things) to 
encourage the development of innovative new services. In particular, some consensus has 
emerged that one way to encourage the introduction of new services is to minimize the amount of 
regulatory oversight. Utilities have successfully argued that they need to be able to deploy new 
services with two to four weeks notice to the regulatory commission and to be able to test market 
new services. Generally this means that utilities only have to give notice that they are testing a 
new service. The implicit presumption in this approach is that absent a strong showing by 
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commission staff or some interested party, that the regulatory commission will only “log-in” the 
new service and refrain from exercising oversight, until needed. The regulatory commission still 
retains its investigatory and corrective powers, but presumes that, absent a complaint, no further 
action is required. The main constraint is that the new service must be “different” from an 
existing service, and not merely be a scheme for avoiding regulation through mislabeling. 

Ideally, a firm offering a new service would want to cover the product’s incremental cost 
(and at least its average cost). It is unclear if during a test market phase that the new service must 
cover incremental cost. Accordingly, there is some concern that a test market phase should be 
limited in duration in order to prevent gaming. In order to ensure that a valid incremental cost 
study is submitted, commissions can pursue two options. One is to reach a detailed generic 
agreement on the incremental cost methods and data to be used before any new service is 
introduced. The regulatory commission would then only have to “check the math” when an 
incremental cost study is submitted as a part of the notification process. A second way is to 
accept the incremental cost study submitted and reserve the right to review the study and make 
any needed adjustments at a later time. Absent a complaint, this effectively means no review 
occurs. A third approach is to require advanced notice — essentially an intent to file notice — 
that allows commission staff lead time to efficiently organize a prompt review. 

Regardless of which approach is chosen, commissions typically state that new services 
must cover their incremental cost. As there are many ways to calculate incremental cost— all of 
which seek to shed or move costs to the advantage of a particular service— agreement on the 
incremental cost method is essential. Many state commissions and the Federal Communications 
Commission favor a forward-looking method called Total Service Incremental Long-Run Cost 
(TSLRIC), or Total Element Long-Run Incremental Cost (TELRIC). Unfortunately there is 
much less agreement on how to actually calculate the costs. The Postal Rate Commission should 
institute a workshop or proceeding that results in an official detailed incremental cost method. 
This would allow short review periods and still allow adequate review so as to ensure that no 
cross-subsidization is occurring. 
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a. Who should determine the placement of new products into price cap baskets; 
the Postal Service or the Postal Rate Commission? 

Response : 

The Postal Rate Commission, with general guidance from Congress, should decide which 
services are assigned to which baskets. One danger is that if baskets contain heterogeneous 
services (that is, a mix of competitive and noncompetitive services), a powerful economic 
incentive will exist for firms to price noncompetitive services higher so that competitive services 
can be priced lower. This gives the incumbent monopolist a tremendous advantage over entrants 
that do not have “captive" customers that can be economically leveraged for anticompetitive 
purposes. This outcome would significantly undermine the pro-competition and efficiency, and 
innovation goals achievable under price caps. Only the Postal Rate Commission will be 
objective enough to ensure that appropriate services are assigned. State and federal regulatory 
commissions, albeit with different results, have devoted a lot of effort toward creating and 
maintaining “competitively homogeneous" baskets of telecommunications services. Over time, 
the Postal Rate Commission may change the placement of services as experience is gained with 
the new products and, when possible, competitive markets develop. 

b. Should the Postal Service be allowed to provide non-postal services like 
financial services* electronic post marks* T-shirts * etc,? Why or why not? If 
so, under what conditions should they be provided? Can non-postal ventures 
help underwrite the costs of universal service? 

Response : 

No equivalent analog exists in telecommunications price caps regimes. It is likely that a 
separate subsidiary of the utility holding company would be employed. Some commissions have 
the ability to examine the affiliate transaction charges between unregulated affiliates and the 
regulated affiliate in order to prevent cross-subsidization. There is some anecdotal evidence with 
electric utilities that allowing them to get too far from their main mission leads to financial 
difficulty when a substantial investment turns sour. Obviously, relatively modest ventures such 
as T-shirts are unlikely to be much of a problem. The Postal Service should not be prevented, or 


- 17 - 



191 


perhaps should even be encouraged to get involved in more promotional activities and trying to 
sell new services that stem from its expertise in related services. 

7. Are there specific issues that the Subcommittee should consider when requiring the 
baseline rate case? Should the Postal Service continue to have sole authority to set 
its revenue requirements for this last omnibus rate case; are there any specific items 
that should be built into this particular revenue requirement? 

Response : 

An important consideration for state and fwleral commissions is that if the old system is 
less efficient than price caps, then it would be counter-productive to carry forward the cost 
inefficiencies embedded in the old regime. One frequent correction lately has involved 
recognizing the current lower cost of capital, compared to the higher capital costs embedded in 
previous rates. Other considerations included the lower unit cost of new technologies, lower 
labor rates due to early retirement programs, the lower per unit costs associated with increasing 
call volume, lower costs associated with modem purchasing practices, and lower regulatory 
compliance costs. 

All revenue requirement analyses used to set the original price cap price were set by the 
involved state or federal regulatory commission. Some did not initiate new rate cases as they felt 
they already had the results of a recent vintage rate case available. Most initiated a full-scale rate 
case. The Postal Rate Commission should explicitly retain sole authority over the revenue 
requirement. 


a. What have been some of the more common parameters utilized in other price 
cap regimes to insure that the new system is established correctly and "gets 
off on the right foot?” 

Response : 

Most common parameters are identified above in “specific issues.” Generally the 
telecommunications utilities agreed to include some premium services into the basic service 
definition. Touch-tone dialing is one example of a previously premium service (priced at one-to- 
three dollars a month, but having a much smaller incremental cost) that utilities agreed to include 
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into the existing flat-rate monthly charge. Other items included wiring schools, hospitals, and 
other public facilities for information age access, innovative pilot demonstration projects, and 
improved access for disabled citizens. A common feature in the 38 price cap states is the use of a 
freeze on basic rates for a three-to-five year period. Some freezes applied to residential and 
business basic rates (33 states), while others (five states) applied only to residential. The intent 
here is to provide protection against price increases in periods when costs are otherwise expected 
to decline. 

Eighteen states required that the utilities file infrastructure development plans. This was 
important in these states to provide assurance that modem infrastmcture would be deployed. In 
the other states the decision was to let the efficiency-increasing incentives in price caps guide 
modernization. It would be fair to conclude that most analysts felt little concern about the 
modernization of “profitable" areas. However, infrastructure plans were thought to be needed in 
the rural and less economically attractive areas. 

Nearly every price cap plan contains a statement that service quality levels are not to 
decline under price caps. As noted, sixteen states have price cap plans that contain specific 
penalty mechanisms. Absent a specific penalty mechanism, a state would have to rely on its 
residual ability to levy fines and order corrective actions. A worry here is that a small or 
symbolic fine could be considered a normal cost of doing business and be disregarded. 

Perhaps even more important than the price cap is the price floor. Unless high inflation is 
assumed, or unless productivity increases will not exceed the national average, then the real issue 
is how to use pricing floors to prevent anticompetitive pricing practices. Consider this simple 
example. The incumbent keeps prices at or near the price ceiling until a competitor emerges, and 
then drops prices 30 percent. This deters or drives out the entrant, and the incumbent resets its 
prices at the ceiling. Regulatory commissions have not been uniform in their approach, but a 
generic appro^h that did the following appears to reflect mainstream concerns in 
telecommunications price caps cases. 

• Set downward pricing limits of, say, ten percent a year. 

• No storage of unused downward pricing flexibility is allowed. 

• Establish a rule that all services must cover incremental costs. 
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The net result of these rules is that if the incumbent engages in ceiling pricing when an 
entrant is able to come in at a significantly lower price, the incumbent will be hurt by not being 
able to lower its prices enough. Knowing this, an economically rational incumbent responding to 
the price cap efficiency incentives will act to keep its prices closer to what it believes a new 
entrant would charge. Two benefits occur. First, consumers get lower prices. Second, entrants 
are not deterred by anticompetitive pricing practices 

b. Recognizing that existing law requires the Postal Service to operate under a 
break-even mandate, the current rate setting process allows for additional 
revenue in the rate structure to cover contingencies as well as to recover 
prior years’ losses. Should these additional revenue provisions be included 
for this final rate case? Why or why not? 

Response : 

An important efficiency incentive in price caps is the use of one year accounting periods. 
Utilities are not allowed to save up unused upward or downward pricing flexibility and use it in a 
subsequent year. As noted above, this forces a utility to give efficiency gains to consumers in the 
form of lower prices each year. Furthermore, being able to save-up means that captive customers 
are being taxed in the form of higher than needed postal rates. A private finn has “nothing to 
save-up" and must price and act efficiently if it is to survive and prosper. Allowing the 
incumbent the ability to tax captive customers when things are going poorly will weaken the 
price cap incentive structure. 


8. How often should the Postal Service be allowed to increase prices that are subject to 
the rate cap? H.R. 22 proposes that the Service be permitted once-yearly price 
increases. Is this appropriate? Should the rate cap be cumulative in nature in that 
the Postal Service would be allowed to make up for lost increases if it decides to 
foi^o a rate increase in one or more years, subject to the cumulative cap? 


Response : 

A price cap basket will include a mixture of established, market testing, and new services. 
Once-a-year price adjustment is the norm for telecommunications price caps, although it would 
be possible in a given year that a market-tested product could also evolve into being a new 
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service. As long as the incumbent has significant market power, more frequent price adjustments 
suggest that the incumbent is engaging in some form of discriminatory pricing. By limiting price 
adjustments to once-a-year, the incumbent is given a strong economic signal to have its prices 
track costs and to have its prices reflect competitor’ prices. Failure to have prices track costs, 
or competitors’ prices, means that the incumbent has to wait a "year" to catch up, and lose 
revenues and profits. It may be prudent to have a rule that says that the once-yearly restriction 
may be lifted upon a showing that a basket (and not an individual service) faces a competitive 
market with not less than five national providers and the largest provider’s market share is less 
than 50 per cent. 

As noted above, carrying over lost or unused upward or downward pricing flexibility is 
counter to the efficiency-increasing goal of price caps. Only an incumbent with market power 
and captive customers could use this type of strategy. In telecommunications price caps a “use it 
or loose it” annual approach is the norm. 

Independently of the “lost increase” mechanism, a firm must prudently organize its 
existing financial structure to cover short-term losses and to ensure its ability to obtain capital 
from financial markets at favorable rates. A firm under telecommunications price caps must 
design such an optimal financial structure without regulatory guidance or “preapproval.” Doing 
otherwise, because of the information that would be required for regulatory oversight, would 
cause price caps to devolve back into traditional rate-of-retum regulation. 

a. At what level of the rate schedule should the cap apply? H.R. 22 would apply 
the rate cap to the subclass level in each basket, thereby permitting the Postal 
Service the ability to average rate increases among rate categories within a 
subclass. Should such averaging be restricted through price bands? If so, 
how? 

Response : 

Pricing at the basket level is the norm for telecommunications price caps. However, it 
may be that the way baskets have been organized in telecommunications offers limited guidance. 
Generally three baskets have been used: basic or monopoly services, nonbasic or potentially 
competitive services, and nonessential and competitive services. If postal baskets have a more 
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complex structure— say, reflecting necessary vertical or horizontal integration of services within 
a basket" then subclass or subbasket pricing may be appropriate. The key, however, is making 
sure that noncompetitive services in a basket or subclass cannot be leveraged to “subsidize” more 
competitive services. Note here that cost-shifting may be the proper concept rather than cross- 
subsidization, as prices charged for the competitive service may still be above its incremental 
cost. 


9. H.R. 22 would allow for an “exigency case” should the Postal Service find that it 

faces severe financial exigencies and a change in the adjustment factors is needed to 
restore the Service to fiscal soundness. If the Postal Service requests such a case, the 
Postal Rate Commission would then decide whether or not to change the adjustment 
factors that apply during the then current 5 year ratemaking cycle. What are your 
thoughts on this provision? Under what circumstances, if any, should an exigency 
case be allowed? What sanctions, if any, should be applied if the Postal Service 
would seek additional revenue under this procedure? 

Rysppns^: 

As noted in the original testimony (by Kenneth Rose) and discussed at the hearing, a 
price cap program should provide a symmetrical incentive to the firm. It is not only the pursuit 
of profit that induces cost efficiencies, but also the avoidance of losses. In that sense an exigency 
case would only detract from the price cap incentive and is not recommended. In addition, as 
also noted previously, it is not clear if the Postal Service will react to the positive incentive of 
possible higher profits since it is an independent government corporation. It was recommended 
that, at the very least, the bonus provision in H.R. 22 may need to be strengthened to get the 
desired efficiency effects. Since it is not clear whether the Postal Service will have sufficient 
incentive for earing a profit, an exigency case provision would only further diminish this already 
weak incentive. There are considerations, however, that may argue for a departure from the pure 
price cap ideal. An exigency case provision may be needed to keep the Postal Service financially 
strong enough to provide the services that are regarded by Congress as essential and that are 
unlikely to be provided by a competitive firm. The obvious example is first class mail service. It 
is highly unlikely that a competitive firm can provide the same kind of service for the same 
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uniform rate. This is a public policy goal, however, and is not derived from economic theory. It 
should be recognized that the trade-off to meet this policy goal is a loss in economic efficiency. 

Since utilities that are subject to price cap regulation are for-profit firms, there is no direct 
experience to draw from. However, if it is decided to have price caps for the Postal Service and 
since there is some doubt as to how well a price cap mechanism will work with the Postal 
Service, Congress may consider a trial period, of three to five years for example, where price 
caps for the Postal Service are tested. The Postal Rate Commission could provide annual interim 
reviews to Congress on how the price cap program is working. After the trial period, the 
Commission or Congress could either continue or discontinue the program. 

a. Instead of the exigency case approach, some witnesses have suggested that 
the statute specify that the rate cap only be adjusted for specific financial 
burdens placed on the Postal Service outside of its control, such as 
Congressional budgetary obligations. How should the rate cap formula deal 
with such emergencies? How specific should the statute be regarding the 
Commission’s determinations of exigent costs? 

Response : 

The original formulation of telecommunications price caps did not have an adjustment for 
exigency. The Federal Communications Commission’s price cap plan for AT&T included an 
“exogenous adjustment clause”. Most state commissions have adopted the exogenous adjustment 
clause. The rationale for the exogenous adjustment is that price caps only deal with those normal 
factors susceptible to managerial efforts of the firm. A major tax law change or change in a 
commission-imposed requirement would be outside of the efficiency-increasing activities a 
utility’s managers could be expected to make. 

Because of the dangers of abusing an exogenous adjustment mechanism, commissions 
have developed rules. These include saying that 

• The burden of proof lies with the petitioner 

• Commission staff and the utility can petition for adjustments 
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• Adjustments can be upward or downward: hence, the need for commission staff to 
be able to petition for exogenous adjustments 

• Adjustments can only be requested if some aggregate threshold, say, if the 
changes would exceed two percent of annual revenues 

• The policy of the commission is not to protect the utility against every upward 
cost risk, because in nearly all cases these are the cost pressures faced by all 
telecommunications providers 

A relatively limited number of exogenous adjustments have been approved. The 
argument against an exogenous adjustment is that such a mechanism is not available to the 
utilities’ competitors and can only be used when the utility has market cower and captive 
customers. 

10. Are there particular practices that have been noticed in other industries using price 
caps that allow the regulated company over time to attempt to dilute the desired 
incentives and reduce the potential for cost reductions that the regulator, in turn, 
should be aware of and specifically monitor? 

Response : 

Of course, any regulatory mechanism can be manipulated by the regulated firms. Under 
cost-based regulation, for example, firms would routinely inflate the amount requested for the 
allowed rate-of-retum. Similarly, the main form of possible manipulation is related to the design 
of the price cap mechanism or during the process of setting the caps in an effort to have the cap 
set as high as possible. For example, as would be expected, firms argue for the most favorable 
price index (i.e., the highest one) when the mechanism is initially being set up by a legislature or 
regulator. Once the design is determined, firms will argue for relatively low productivity offsets. 
Perhaps the biggest source of possible manipulation of the process is when the price cap 
mechanism allows consideration of exogenous factors. In this case, firms will try to justify as 
much of these costs as beyond its control as possible to be included in the calculation (this is 
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discussed in question 9a above, including rules to avoid this abuse).* An important consideration 
for the Postal Service, at least initially, is the lack of “consumer advocates" that are familiar with 
price-cap process and procedures. This may cau^ too much reliance on the analysis and 
requests from the Postal Service. 

Other forms of manipulation of the process have be discussed elsewhere in this response. 
These includes, cross-subsidizing or shifting costs to the regulated services (see response to 
question 4). Also as discussed, when market baskets includes items that are competitive with 
others where customers have fewer choices, firms may charge at or near the cap for the non- 
competitive services (if above incremental cost) and use the proceeds to subsidize the 
competitive services below the cap. Another means is to simply allow the quality of service to 
decline to reduce costs (see response to question 5). 

11. Assuming “honest, efficient, and economical management" (the statutory standard 
in Section 3621 of Title 39) of the Postal Service, how large of a statutory postal 
monopoly is needed to sustain the current level of universal postal service? How can 
this question be answered? Do we first need to define universal service? Why or 
why not? If so, how would you su^^t that the nation define universal service in 
the postal service context? 

Response ; 

The question of the size of the monopoly was not directly addressed in 
telecommunications price caps for two reasons. The first is that a national goal of affordable 
universal service existed. This meant that state and federal regulators would take prompt action 
should universal service be threatened. This understanding among all parties, while unwritten, 
largely took universal service questions "off the table" in price caps: price caps were expected to 
continue deployment of modem infiastructure and services, but in no case would degradation in 
universal service be allowed. The second is that the basic service or monopoly basket was so 
large (not less than 97 percent, variously measured) that its continued existence was assumed. 
And when large gains by challengers do occur, rules and laws exist sufficient to have all 

'Profit-sharing mechanisms that are part of the price cap process are another source of 
potential abuse, but this is not being considered for the Postal Service. 
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telecommunications providers contribute into various universal service funds. State and federal 
commissions would have the authority to have a “carrier of last resort” or an eligible 
telecommunications carrier serve “unserved" customers and to pay for this coverage out of 
universal service funds. 

The question of defining universal service is answered in more detail below. The 
central thought is that affordable service should be ubiquitously available upon demand. The 
area of less consensus is what should be on the universal service list. Should it be the minimum 
basic service or access to all services. In telecommunications the worry is that we could evolve 
into a nation of information “haves” and “have nets,” with disastrous economic and social 
consequences. Generally the question has been answered favoring basic service, with access to 
all services being a secondary concern. 

12. To what extent do “universal service” obligations set by Congress impose additional 
costs that the Postal Service would not normally and reasonably incur if operated as 
a private business? How can this question be answered? 

Response : 

There is no doubt that universal service obligations ordinarily impose costs on a company 
that would not be incurred if the company were left to its own devices. Measuring the costs is 
extremely difficult, especially if you try to assess “normal and reasonable” behavior. What is 
normal varies according to such factors as market power, available market niches, level and 
elasticity of demand, and innovations (especially cost-cutting innovations), not to mention the 
impact of regulation. 

Part of the initial regulatory bargain embodied in the Communications Act of 1934 was 
the promise that AT&T would provide affordable service to everyone in the United States in 
return for assurance of monopoly status. Regulation of a monopoly (whether through traditional 
rate-base, rate of return regulation or price caps) is itself a means of promoting universal service, 
since otherwise the monopoly firm would normally restrict output and keep prices high. Since 
costs and ability and willingness to pay for telephone service vary by income, demographic group 
and geographic region, universal service policy has included widespread distribution of the cost 
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burden within the overall umbrella of regulation of monopoly prices. The result was the growth 
of a labyrinthine and hidden subsidy system that in general directed revenues from interstate to 
intrastate, urban to rural and business to residential to keep residential rates low, particularly in 
areas with relatively high costs. The costs imposed on regulated telephone companies from the 
universal service obligation, given the history of the policy’s implementation and for lack of a 
better measure, might be considered equal to the total amount of the subsidies. Efforts at 
estimating the extent of the subsidization have produced widely different results, however, 
ranging from $1 billion to $20 billion. And there is a suspicion that some telephone companies 
are being subsidized at higher levels than are necessary for normal operation as a private 
business, so that some of the subsidies may be unnecessary and anti-competitive. 

With the advent of competition in telecommunications and the prospect of needing to 
divide up the responsibility for funding universal service there is new concern for assessing the 
costs. Efforts are just now being made to replace the existing subsidy system with one that is 
simpler, more explicit and more transparent but also sufficient and pro-competitive. In doing so 
it has first been necessary to define exacdy what the basic service is which is to be provided 
universally (dial tone, access to emergency services, etc.), The degree of universal service is {and 
has been) measured in “penetration rates” — the percentage of households which have a 
telephone. Penetration rates vary by income level and demographic factors. Measuring 
penetration rates provides a way of defining a benchmark level of universal service. If existing 
penetration rates for a well-defined package of basic telephone services are acceptable, the level 
of revenues currently being yielded is presumably acceptable as well. A price cap formula will 
maintain those revenues at an overall reasonable level. 

Accurate measurement of costs would go far towards resolving the question of how 
subsidies should be distributed. Several models have recently been developed to estimate the 
costs of providing telephone service under a range of conditions, but it is proving very difficult to 
get agreement among the affected parties on which model to use. In its May 8th, 1997, order on 
universal service, the FCC decided to continue to seek a proxy cost model so that the level of 
support for service to a particular customer will ultimately be determined based upon the 
forward-looking economic cost of constructing and operating the network facilities and functions 
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used to provide that service. The Commission said, “Forward-looking economic cost best 
approximates the costs that would be incurred by an efficient carrier in the market [and] ....helps 
us to ensure that we are providing the minimum support necessary for the efficient provision of 
the supported services." (FCC Order 97-157, paragraph 199.) 

To determine the amount of federal support, the FCC will subtract a revenue benchmark 
from the forward looking economic cost of providing the supported services (paragraph 200). 

The benchmark will be based on the nationwide average revenue per line, with separate 
calculations for business and residential services (paragraph 217). Thus there is a presumption 
that, at least on average, revenues reflect appropriate penetration rates. The FCC set Jan. 1 , 

1999, as the date when nonrural carriers will begin to receive support based on forward-looking 
economic costs, but postponed until further review the date when rural carriers begin to receive 
such support (paragraph 203). 

The FCC set criteria for forward-looking economic cost determinations that may be of 
interest in planning or reviewing cost studies for postal services (paragraph 250): 

1 . The technology assumed in the cost study or model must be the least-cost, most 
efficient and reasonable technology for providing the supported services that is currently 
being deployed. 

2. Any network fimction or element necessary to produce supported services must have 
an associated cost. 

3. Only long-run, forward-looking economic cost may be included. The period used mus 
be long enough that all costs may be treated as variable and avoidable. 

4. The rate of return must be either the authorized federal rate of return on interstate 
services, currently 1 1 .25 percent, or the state’s prescribed rate of return for intrastate 
services. 

5. Economic lives and future net salvage percentages used in calculating depreciation 
expense must be within the range authorized by the FCC. 

6. The cost study or model must estimate the cost of providing service for all businesses 
and households within a geographic region. 

7. A reasonable allocation of joint and common costs must be assigned to the cost of 
supported services. 
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8. The cost study or model and all und^lying data, formulae, computations and software 
must be available to all interested parties for review and comment. 

9. The submission must include the capability to examine and modify critical 
assumptions and engineering principles (such as costs of capital and terrain factors). 

10. Support calculations must be deaveraged, if feasible down to the census block group, 
census block or grid cell. 

13. To what extent could the costs of the universal service obligation be financed by 
payments from a “universal service^ trust fund, such as occurs with the universal 
service fund in telecommunications? 

Resppns ?: 

The effort to estimate costs of universal service in telephony is aimed at determining the 
appropriate level of funding for the federal Universal Service Fund. Other issues, given the 
emerging competitive market for telecommunications, include who should contribute in what 
proportions and how the fund should be administered. The FCC has decided, however, that only 
25 percent of the estimated costs of providing universal service will be covered by the federal 
fund. The rest will be the responsibility of the states as a challenge to do their part to get rid of 
implicit subsidies. A trust fund can be a stable, dependable source of universal service flmding 
for a large portion of universal service obligations. There is always a danger that if it appears 
“too” large it is susceptible to cuts. And trust funds on the federal level have been susceptible to 
use as an offset to the budget deficit rather than for the uses for which they were intended. 
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APPENDIX 

Examples of Various Mechanisms States 
Have Used to Control for Quality of Service 
(Additional Information for Question 5a) 

Alabama 

On September 20, 1 995, the commission adopted price cap regulation for South Central 
Bell Telephone Company. The formula for the price cap is GDPPI - 3%. This means that when 
the freeze on basic services ends, which vrill be the year 2000, the company will be allowed to 
raise the prices of basic local services by the amount of GDPPI less the productivity factor of 
3%. 

However, in order to provide the company with an incentive to maintain service quality, 
the commission also adopted four standards for service quality which could affect the price cap 
formula if not met. For each of these four standards which the company was unable to meet, the 
productivity or efficiency factor would be increased by .2%. So, if the company missed one of 
the four standards but met the other three, the formula to be used would be GDPPI - 3.2%. 

In this way, the company is penalized in terms of the prices it can charge for basic 
services if it fails to meet the established service quali^ criteria. Since price changes can only be 
made annually, the company would experience the consequences from this penalty for a year. 

Colorado 

On May 26, 1992, the Colorado Commission adopted a price cap plan which also 
included the sharing of company earnings with ratepayers. Under this plan, if the company 
earned more than 1 3.5% return on its equity, it would share these earnings with ratepayers 
through lowered prices or rebates. If the company earned 1 6.5% or more return on its equity, all 
earnings in excess of 16.5% would be returned to the ratepayers. 

In order to ensure continued high service quality, the company’s performance on a 
number of service standards were to be measured. These measurements would then be used to 
determine the amount the company would be allowed to retain of earnings over 13.5%. The 


- 30 - 



204 


service quality standards were comprised of 13 elements: 1 being from a customer satisfaction 
survey and carrying a weight of 10%; the other 12 standards listed are objective measures of 
maintenance (49.5%), provisioning (27.5%) and customer access (11%). 

Using measurement thresholds developed by the company and commission staff, the 
company could earn a score for service quality between - 1 00 and +100. This service quality 
score would affect the sharing of overeamings, with a higher score allowing the company to 
retain a larger share of earnings. 

In addition, staff argued that individual measurement scores, not merely the net quality- 
of-service scores, were important and might be masked by aggregated scores. The cotrunission 
accepted this argument and suggested that, should the aggregate score be 0, then the negative 
scores on the individual quality of service standards would be added to the 13.5% to obtain an 
adjusted ROE and all earnings between 1 3.5% ROE and tbe adjusted ROE would be returned to 
ratepayers. For example, if the Company scored -10% on one of the service quality standards 
(assuming no other negative scores), all earnings between 13.5 and 13.6 % ROE would be 
returned to customers. 

While this plan was painstakingly constructed by the company, commission staff, 
consumer's counsel and such interveners as AT&T and MCI, a problem of enforcement occurred. 
The company was to be penalized for poor service quality by having a larger portion of its 
earnings over 13.5% returned to ratepayers than would have occurred if its service quality had 
been within the specified limits. But the company never had earnings over 1 3.5% and so, even 
though its service quality scores were -34.47 for 1993, -86 for 1994 and -68.52 for 1995, the 
company could not be penalized through the mechanism established. Instead, the commission 
has fined the company, US West, some $5.3 million since 1993. 

Illinois 

Illinois adopted a price cap plan, effective January 1, 1995. The formula for the cap was 
GDPPI - 4.3% productivity factor - service quality component. The service quality component 
was composed of 8 items: (1) percent installation within 5 days, (2) trouble reports per 100 
access lines, (3) percent out of service over 24 hours, (4) percent dial tone speed within three 
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seconds, (5) operator average speed of answer ~ toll and assistance, (6) operator average speed of 
answer - information, (7) operator average speed of answer - intercept, (8) trunk groups below 
objective. 

Benchmarks were established for each of these 8 items. For each measure, the company 
receives a score of zero if it meets the benchmark, and a score of -.25 if it fails to meet the 
benchmark. Thus, if the company failed to meet all 8 benchmarks, the price regulation formula 
would be GDPPI - 4.3% productivity factor - 2.0% service quality component. 


Maine 

In the price c^ plan adopted in 1995 and effective June 1, 1995, the commission adopted 
the following three service quality index categories: 

(1) Customer Service, made up of (a) installation appointments not met, (b) held orders 
and (c) business office calls answered over 20 seconds; 

(2) Service Reliability, made up of (a) customer trouble reports per 100 access lines, (b) 
trouble reports not cleared within 24 hours - residence, (c) trouble reports not cleared 
within 24 hours - business, (d) dial tone speed over 3 seconds, (e) service outages. 

(3) Customer Satisfaction, made up of (a) service provisioning not meeting expectations 
“ residence, (b) service provisioning not meeting expectations — business, (c) 
maintenance not meeting expectations — residence, (d) maintenance not meeting 
expectations — business. 

The objective performance level for each category is set equal to the lowest annual 
average measured over a three year period. For each tenth of a percentage point that indices fall 
below this objective, customers would receive rebates of $75,000. Rebate amounts are capped at 
$1,000,000 per category per year and $10,000,000 total for all categories per year. 


Massachusetts 

A price cap plan was adopted in May of 1995, effective September 15, 1995. The price 
cap formula is GDPPI - (2% productivity factor + 0.1% input differential + up to 1% total for 
failure to achieve a certain level of service + up to 1% total for failure to achieve service quality 
objectives for 3 or more service categories in any month). 
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There are 12 Service Quality Categories, grouped under three headings, which make up 
the Service Quality Index: 

Maintenance of Service composed of (1) network trouble reports per 1 00 lines, (2) 
percent of troubles cleared within 24 hours — residence, (3) percent of troubles cleared 
within 24 hours — business. 

Installation Service composed of (4) percent appointments missed company reasons — 
residence, (5) percent appointments missed company reasons - business, (6) percent 
appointments missed — company facilities, (7) installation troubles per 100 inward 
orders. 

Service Response Items composed of (S) directory assistance average speed of 
answer, (9) customer service bureau -- average speed of answer, (10) toll and assist - 
average speed of answer, (1 1) residence service level, (12) business service level. 

Benchmarks were established for each of these 12 elements. The company could be 
penalized by 1/12 of 1% for failure to achieve a certain overall level of performance, as 
determined by Service Quality Index, in any one month period. The company could also be 
penalized 1/12 of 1% for failure to achieve the objectives established for any 3 or more of the 12 
categories in any one month period. In this maimer, the commission addressed both the overall 
level of service quality as well as the quality achieved in each specific category. 
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J. Gregory Sidak 

1150 Seventeenth Street. N.W, 
Eleventh Floor 
Washington, D.C. 20036 
202-862-5892 

August 29, 1997 


The Honorable John M. McHugh 
Chairman 

Subcommittee on the Postal Service 
Committee on Government Reform and Oversight 
U.S. House of Representatives 
B349C Rayburn House Office Building 
Washington, D.C. 20515-6147 

Dear Chairman McHugh: 

This letter responds to your questions for the record following the April 16, 1997, hearing on 
H.R. 22, the Postal Reform Act of 1997. As in the case of my prepared testimony and oral testimony 
at that hearing, my answers to your questions are provided in my individual capacity and not on behalf 
of the American Enterprise Institute, the Yale School of Management, or any interested company. 

My answers to a number of the Subcommittee’s questions for the record are already contained 
in passages of J. Gregory Sidak & Daniel F. Spulber, Protecting Competition from the Postal Monopoly 
(AEI Press 1996). For your convenience, I refer to the relevant chapter or page numbers. 

In addition, I identify points of consensus or dlsagreenaent in the testimony of the economists who 
appeared before your Subcommittee in April or submitted written statements for the record. The page 
numbers cited refer to the original hard copies that those witnesses submitted to the Subcommittee in 
April. 

Ql. Price Cap Index of GDPPI 

My written and oral testimony expressed the extent of my thoughts on this issue. As I explained 
at the hearing, I believe that it is premature to discuss how price caps for the Postal Service might be 
structured, because the larger question is whether price caps can even work when applied to a not-for- 
profit enterprise. 

The economic wimesses appearing before the Subcommittee in April agreed that price caps would 
not work as well for a not-for-profit organization like the Postal Service as they would for a privately 
owned, for-profit regulated firm. Professor William J. Baumol noted in his written submission that price 
caps would work “rather imperfectly” for the Postal Service, although he believed that “it is possible in 
principle” to design such price caps, (page 2) Professor Baumol suggested that “surplus” of the Postal 
Service be paid out in five ways, including incentive payments to nonmanagerial employees. 

Likewise, Professor John Panzar considered it “unlikely” that incentive regulation would cause 
the Postal Service to act like a for-profit enterprise, (page 1) Professor Panzar stated his belief that the 
Postal Service’s motivation is not profit-maximization, but “to supp>ort postal rates which maximize the 
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Postal Service’s ability to obtain (and retain) mail volumes for which it is the least cost provider.” 
(Professor Panzar did not explain how one would know that the Postal Service is the least-cost provider 
for services protected by statutory monopolies.) He thought that price-cap regulation can be designed to 
“funher this objective.” (page 1) 

Other witnesses, including Professors Michael Crew and Paul Kleindorfer, expressed greater 
skepticism of the “residual claimant" problem with inq)osing price caps on the Postal Service, (page 3-4) 
“Absent privatization or a schedule to privatize,” they wrote, “the benefits to be expected from incentive 
regulation are likely to be reduced significantly.” (page 4) 

Dr. Kenneth Rose remarked upon the incentive problem with price caps and noted (as I did) that 
H.R. 22 does nothing to create a financial penalty, for poor performance by management, including 
quality degradation (discussed below), (page 9) He believed that “extensive modifications may have to 
be made to the current reward structure to induce the desiroi behavior.” (page 9) Professor John Kwoka 
also focused on the “residual claimant” problem and asked, “Who, if anyone, should bear the adverse 
financial consequences?” (page 15) 

Q2. Adjustment Factor for Price Caps 

My written and oral testimony expressed the extent of my thoughts on this issue. Again. I believe 
that lengthy discussion of this issue runs the risk of missing the forest for the trees. 

Professor Baumol argued that mail delivery contains a “substantial handicraft component” that 
necessitates an X factor, other than the CPI, which refla:ts slow or negligible productivity growth, (page 
3) Dr. Joel Popkin similarly referred to price caps for the Postal Service as a “wage cap.” (page 5) 
Professor Baumol’s point about slow productivity growth is an application of his theory of the “cost 
disease.” My problem with the application of that analysis here is that, if the Postal Service’s monopoly 
privileges remain intact and one used the kind of X factor that Professor Baumol would advocate, it 
would seem that we would help to perpetuate a technology for delivery of messages that is excessively 
labor intensive and thus allegedly resistant to productivity growth. For example, the statutory monopolies 
retard the ability of consumers to shift to other delivery technologies that do have appreciable productivity 
growth. Also, how do we tell whether an activity is truly subject to Professor Baumol’s cost disease and 
not merely subject to the political pressure of a labor union for which a “lack of productivity growth” 
is a smoke screen for higher pay and more jobs (or fewer layoffs)? 

Similarly, Professor Laurits Christensen argued that the price cap index “should mimic price 
formation in competitive markets,” but he does not address how the statutory monopolies of the Postal 
Service frustrate that objective, (page 3) 

Q3. ^plication of Antitrust Laws to the Postal Service 

As I explaitwd in my testimony and in chapter 7 of Protecting Competition from the Postal 
Monopoly, I favor subjecting all activities of the Post^ Service to the antitrust laws. Congress should do 
so explicitly, although I believe that, as a matter of sovereign immunity, the Postal Service may already 
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be subject to the antitrust laws. 

Q4. Cross-suitsidizaiion 

I discuss the problem of cross-subsidization by the Postal Service at length in chapter 6 of 
Protecting Competition from the Postal Monopoly. 

Professor Panzar opposed the proposal in H.R. 22 to impose on the Postal Service a price floor 
equal to attributable cost plus a reasonable contribution to the recovery of common costs, (page 6) He 
would eliminate the “reasonable contribution” component. Consequently, he advocated a lower price floor 
for the Postal Service than that in H.R. 22. One implication of his reasoning is to undermine arguments 
that the Postal Service is a- natural monopoly; “Any divergence between marginal costs and average 
incremental costs is likely to be small in practice.” (page 7) In other words, one implication of Professor 
Panzar’s call for a lower price floor is to undercut the argument for retaining statutory monopolies for 
the Postal Service on the grounds that it is a namral monopoly (since marginal cost would be significantly 
less than average incremental cost for a natural monopoly). 

Professor Panzar also did not recognize that one purpose served by requiring that the price floor 
add some “reasonable contribution" to common costs on top of attributable costs is that it is so difficult 
to determine whether the Postal Service has misallocated attributable costs for competitive services to the 
common cost category. In the absence of a more effective regulatory mechanism to prevent cost 
misallocation, the “reasonable contribution” requirement could be seen as rough justice. The issue is not 
whether pricing below incremental cost is permissible; there is agreement that such pricing would be too 
low. Ra^er, the question is whether the costs that the Postal Service reports as being incremental are 
accurate or whether they are so distorted as to undercut efficient competitors and exploit captive 
customers. Professor Kwoka seemed to allude to this problem when he wrote: “There does not seem to 
be the same long tradition of regulatory accounting that at least partially constrained AT&T and made 
its pricing predictable, if not always efficient.” (page 16) 

Q5. Quality of Service Under Price Caps 

I do not believe that price caps would work for the Postal Service. If Congress inqx>sed them 
anyway, product-quality regulation would be necessary. Dr. Rose similarly emphasized the need to 
monitor service quality under a price-cap regime to prevent the Postal Service from degrading its service, 
(page 8) So did ^ofessors Crew and Weindorfer. (page 7) 

In contrast. Professor Christensen disputed that service degradation is a concern and argued that 
“if Standard mail customers desire reliable service rather than speed, the service measure for Standard 
mail must be based on reliability." (page 7) I do not understand Professor Christensen’s reasoning. What 
is “reliable” mail if it is not speedy? Surely we are not worried about the prospect of some nonexistent 
form of speedy but “unreliable” mail service. (By analogy, the Internet delivers e-mail only on a best- 
efforts basis. Can this be what Professor Christensen is alluding to? The way to circumvent the problem 
on the Internet is to semi important transmissions several times and to get confirmation of delivery from 
the recipient.) Also, note that quality is likely to be a problem only with respect to services covered by 
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the statutory monopolies. For competitive services, consumers will quickly punish the Postal Service for 
bad quality by turning to private carriers. 

06. New Products and Services 

For reasons discussed at length in my testimony and in Protecting Competition from the Postal 
Monopoly, I dispute the proposition that the Postal Service, either as it is currently governed or as it 
would be governed under H.R. 22, should enter any new product market. 

In discussing the residual claimant problem with price caps. Professors Crew and Kleindorfer 
observed: “[The] insulation from the discipline of bankruptcy also means that a public enterprise, unless 
strongly reined in by the government, can get into competitive ventures on favorable terms and therefore 
compete unfairly and inefficiently with privately-owned companies.” (page 4) 

Professor Baumol urged that the Postal Service be subject to no “impediments to the introduction 
of new services.” (pages 4-5) He did not identify, however, what mission the Postal Service is pursuing 
by offering services that are already being competitively supplied by private firms. Professor Baumol did 
not qualify his point by saying that such freedom should be conditioned on the lifting of the Postal 
Service’s monopolies and other statutory privileges. Professor Panzar, however, said that he “cannot 
comment on the appropriateness of the $1(K) million revenue limit” for market tests of experimental 
products, (page 7) 

Q7. Baseline Rate Case 

As Slated above, I do not believe that price caps would work for the Postal Service. Therefore, 
I do not have a position on this question. 

Q8. Price Increases Under Rate Caps 

As stated above, I do not believe that price caps would work for the Postal Service. Therefore, 
I do not have a position on this question. I do, however, have the following comments on the testimony 
of various witnesses on this subject. 

Professor Baumol advocated that the Postal Service, under price caps, have pricing flexibility such 
that its price reductions would take effect immediately, rather than after some process during which their 
reasonableness would be determined, (pages 3-4) This is analogous to the efforts to declare 
telecommunications carriers “nondominant” so that their tariffs are effective immediately. Typically, an 
essential piece of evidence that has been required before the Federal Communications Commission will 
determine a carrier to be nondominant is that it lacks market power— as suggested, for example, by its 
market share and other evidence. It is interesting that Professors Crew and IGeindorfer conc^ed that a 
typical postal administration would “continue to enjoy residual market power for some time.” (page 2) 
If the Postal Service were allowed to retain its various statutory monopolies, that fact would be 
inconsistent with the experience in other regulated industries in which a company has been relieved of 
tariff obligations as a result of being declared nondominant. 
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Q9. Exigency Case 

As stated above, I do not believe that price caps would work for the Postal Service. Therefore, 
I do not have a position on this question. 

QIO. Price Cap Experiences in Other Industries 

The most authoritative and exhaustive discussion of the experience with price caps in other 
markets is David E.M. Sappington & Dennis L. Weisman, Designing Incentive Regulation for the 
Telecommunications Industry (MIT Press & AEI Press 1996). 

Qll. Scope of the Statutory Monopoly 

For the reasons stated in my testimony and in Protecting Competition from the Postal Monopoly, 
I do not believe that any statutory monopoly for the Postal Service is justifiable. The greatest single 
shortcoming of H.R. 22 is its failure to repeal the Private Express Statutes and the customer mailbox 
monopoly. 

Professors Baumol and Panzar were silent on the question of repealing the statutory monopolies 
and privileges of the Postal Service. In their written testimony, Professors Crew and Kleindorfer plainly 
envisioned a continuation of the statutory monopoly even under privatization: “In view of its universal 
service obligations, the Postal Service should continue to have some monopoly protection.” (page 5) At 
the same time, they envisioned that “a privatized Postal Service would of course be subject to the full 
force of the antitrust law just like any other company." (page 6) It is unclear whether that would mean 
that even the services subject to the statutory monopoly would be subject to antitrust oversight, as 1 
advocated regardless of whether the Postal Service were privatized or commercialized. 

Professor Christensen seemed to endorse the Postal Service’s position that, since the Board of 
Governors directs the affairs of the Postal Service so as to serve the public interest, it is unnecessary to 
subject the Postal Service explicitly to the antitrust laws. “The current regulatory oversight exercised by 
the Postal Rate Commission and the authority of the new, independent Inspector General should suffice.” 
(page 6) Professor Christensen opposed Department of Justice or Federal Trade Commission antitrust 
oversight of the Postal Service, in part because he believed that it would discourage “qualified individuals 
from accepting appointments to the Board.” (p^e 7) I disagree with Professor Christensen. One could 
say the same thing about the applicability of the antitrust laws to Microsoft or General Motors. 

Q12. Cost of Vniyersal Service Obligations 

As 1 explained in response to your question at the hearing, universal service has been an issue 
in all regulated industries, and Congress rejected sumitory monopolies in the Telecommunications Act 
of 1996 as a means to hind universe service. Coo^tition and universal service are not mutually 
exclusive. The continuation of universal service does not logically require the continuation of statutory 
monopoly. The rationale for that conclusion is explained at length in chapter 4 of Protecting Competition 
from the Postal Monopoly and at pages 156-56 of that book. 
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Q13, Universal Service Trust Fund 

As I explained in my testimony, the Telecommunications Act of 1996 provides an example of 
alternative ftinding of universal service. This issue is also discussed at pages 154-56 of Protecting 
Competition from the Postal Monopoly. 

Q14. Universal Service and Nonuniform Rates 

Any move from uniform pricing to pricing that more closely resembles that found in a 
competitive market would reduce the magnitude of the universal service deficit in need of financing 
through alternative means. 

Q15. Cost and Benefits of Current Postal Regulation 

As I argue in Protecting Competition from the Postal Monopoly and as I explained in my 
testimony, the current system of postal regulation does not resemble traditional public utility regulation 
because the Postal Service has far greater power relative to its regulator than any investor-owned utility 
of which I am aware. I know of no other instance in whidi a supposedly regulated monopolist retains the 
power, as the Postal Service does, to define the scope of its own monopoly. 

Q16. Dependence of Universal Service on Continuation of the Private Express Statutes 

I know of no economic evidence that supports the conclusion that universal service can be 
preserved only by continuing the Private Express Statutes. I consider that proposition untenable on its 
face. If the provision of universal service requires subsidization to cover its total costs, that fact in no way 
implies that the only means to accomplish that objective is for the federal government to perpetuate a 
monopoly through the Private Express Statutes. Indeed, to the extent that the Private Express Statutes are 
seen as performing that function, they represent a hidden tax that Congress should make explicit. 

Q17. Mailbox Monopoly 

I do not believe that any monopoly is necessary to preserve universal service. I criticize the 
statutory monopoly over the customer’s mailbox at length at pages 33-38 of Protecting Competition from 
the Postal Monopoly. 

Dr. Popkin opposed removing the customer mailbox monopoly. He argued against nonuniformed 
employees having access to the mailbox for anything “but the most vital reasons and certainly not to 
deliver advertising.” (page 5) The last part of his phrase is telling, as it coincides with the concern, 
evident in Professor Panzar’s remarks, that the Post^ Service seeks to maximize volume. As 1 noted in 
my live testimony, the problem of uniformed carriers is easily fixed: Congress could require private 
carriers to obtain a license, post a performance bond, and dress their employees in uniforms. The 
argument that universal service would be undermined as a result of competitive access to the mailbox is 
also a canard for the reasons discussed in my testimony and in Protecting Competition from the Postal 
Monopoly. 
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Q18. TwO‘Dollar Definition of Letters 

I have not studied how this proposed definition would affect the Postal Service’s revenues. I 
discuss the legal and economic effects of the current rules defining “extremely urgent letter” at pages 26- 
31 of Protecting Competition from the Postal Monopoly. I reiterate that I oppose the continuation of any 
statutory monopoly for the Postal Service. 

Q19. Deregulation and H.R. 22 

Congress should not enact H.R. 22 in its current form. If Congress does not want to privatize 
the Postal Service, then it should undertake the commercialization option that I discussed in my testimony 
and in chapter 7 of Protecting Competition from the Postal Monopoly. If Congress does not want to 
commercialize the Postal Service, then it should subject the Postal Service to stricter regulation and force 
its exit from demonstrably competitive markets, as I argue in chapter 7 of Protecting Con^etition from 
the Postal Monopoly. 


« * « 

My understanding of the economic testimony presented at the April hearing is that a consensus 
emerged that H.R. 22’s price-cap proposal would be seriously flawed unless the underlying ownership 
structure of the Postal Service were revamped. 1 commend the Subcommittee for probing the salient 
economic question of whether the incentive compensation provisions of H.R. 22 would suffice to solve 
the residual claimant problem. Unfortunately, the consensus answer of the economic witnesses was no. 

Given that fundamental difficulty with H.R. 22, a more productive agenda for the Subcommittee 
would, in my view, entail (1) reforming the funding mechanism for universal service along the lines of 
what Congress has done in telecommunications; (2) repealing all of the Postal Service’s monopolies and 
other statutory privileges; and (3) imposing explicit antitrust oversight of the Postal Service. In short, the 
Postal Service is not a natural monopoly, its statutory monopoly is unnecessary to finance universal 
service, and Congress’s perpetuation of that monopoly protection in any new postal legislation would be 
an anachronism relative to what is happening in other communications industries. 

Thank you again for (he privilege of testifying before your Subcommittee. 


Sincerely, 
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Followup Questions and Responses of Mr. Crew and Mr. 

Kleindorfer 

questions for the record 

FOLLOWING THE HEARING ON APRIL 16. 1997 
REGARDING H.R. 22 


1 . Some witnesses have testified that the price cap index of GDPPI as proposed in 
H.R. 22 does not take into account the actual input costs of the Postal Service; i.e., 
labor costs comprising 80 percent of operating costs. For example. Professor 
Baumol stated that GDPPI is more appropriate for the capital intensive industries 
where price caps have been applied elsewhere, such as telecommunications, and 
he argued for consideration of an index that reflects the Postal Service’s 
substantial handicraft components. Further, Dr. Christensen proposed that the 
Subcommittee consider a blended index of the Employment Cost Index (ECI) and 
GDPPI, to better reflect the Service’s great reliance on labor. However, other 
witnesses, such as Mr. Sidak, suggest that basing an index on the Postal Service’s 
capital-labor ratio represents flawed reasoning because the current cost mix is 
neither profit-maximizing nor cost-minimizing. VMiat are your thoughts regarding 
selection of an appropriate index, and whether a blended index of ECI and GDPPI 
is appropriate? 

a. Although the bill proposes that the index be set in statute, how 

important is it that the regulator have discretion to revisit and adjust the 
index? What would be an acceptable time frame for the regulator to 
analyze the market, economic, etc., trends underlying the assumptions 
used in setting the index? 

2. H.R. 22 bases the choice of the adjustment, or “X”, factor on various measurable 
considerations such as costs, revenue, productivity, service quality, and demand. 
However, other witnesses suggest that the adjustment factor be a pure productivity 
offset. Yet others argue that the current subjective ratemaking criteria in the 
statute (e.g., fairness and equity, or the educational, cultural, scientific, and 
information value of the mail) be retained as the adjustment factor criteria. What 
are your thoughts regarding the establishment of the adjustment factor solely as a 
productivity offset? If other factors should be considered, which ones? 

a. H.R. 22 permits a positive or negative adjustment factor, as determined by 
the Postal Rate Commission after a full and open case. However, some 
have suggested that a positive adjustment factor should be permitted only 
under certain conditions and that these conditions should be specifically 
enumerated under the bill. These witnesses have stated that allowing for a 
positive adjustment factor would negate any cost savings and would send 
the wrong message to postal managers. What are your thoughts in this 
regard? 
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b. Some testimony has recommended that a single adjustment factor be set by 
the Postal Rate Commission and that this would be the same adjustment 
factor for each basket. These witnesses have observed that setting 
individual adjustment factors for each basket places the Commission closer 
to cost-of-service regulatory decisions. However, others suggest that 
separate adjustment factors for each basket are necessary to take into 
account the fairness and equity considerations, among others, that many 
mailers in the noncompetitive category feel are important among baskets. 
WTiat are your thoughts in this regard? How best can price changes among 
baskets be seen as fair and equitable? Would the use of price adjustment 
floors and ceilings be compatible with - or should they replace - the 
separate adjustment factors for each basket? 

c. Dr. Christensen suggests completely hardwiring the price cap formula by 
not only setting the index in statute, but also selecting the non-farm total 
factor productivity index published by the government as an annual 
adjustment factor. WTiat other price cap regimes are completely hardwired, 
especially in statute? What are the pros and cons of such a suggestion; (for 
example. Dr. Christensen cites advantages such as the objectivity of the 
offset and the avoidance of any regulatory meddling)? 

d. What considerations should apply in determining the makeup and number 
of product baskets? In other words, what are the principles that determine 
the number and content of baskets? 

i. You express some concern as to the makeup of the “baskets” 
as they are formulated in H.R. 22 and believe that there are 
too many items in the noncompetitive baskets. What are 
some possible alternatives to the structure in H.R. 22? 

3. The Subcommittee has heard various points of view on the issue of applying 
antitrust laws to the Postal Service; what do you see as some of the advantages and 
disadvantages in applying antitrust statutes to the Postal Service, particularly 
considering its position as a government entity? To what extent should 
competitive products of the Postal Service be subject to other laws as applicable to 
similar products of private companies, such as business practices rules (e.g., 
Lanham Act), customs laws, etc.? 

a. Relatedly, some witnesses have suggested that the complaint process for 
rate complaints be strengthened in H.R. 22 to permit consideration of a 
complaint by the Postal Rate Commission outside of the annual audit, 
whereas the bill handles rate complaints as part of the Commission’s 


2 



216 


annual audit review. Should rate complaints be handled solely, if at all. 
within the annual audit? Why or why not? 

b. How would you reconcile a finding by the Commission in the annual audit 
that the Service’s rates are in statutory compliance with a complaint on 
those rates that comes forward at a later time'!’ Should the Commission’s 
finding in the annual audit that rales are in compliance with the statutory' 
requirements preclude further complaints before the Commission on those 
rates? WTiy or why not? 

4. There is a great deal of concern, under the present system, regarding possible 
cross-subsidization. How does price cap regulation address this particular 
concern? 

a. Do you feel it is valid to say that under the existing cost-of-service type of 
ratemaking, the Postal Service is more likely to overprice its monopoly 
products and services to subsidize its competitive items? 

b. How true is it that cross-subsidies generally reduce a firm's profitability in 
the long-term? 

c. What are the best ways to insure against cross-subsidization of 
competitive products from captive customers? In addition to the price cap 
itself, the requirement that competitive products cover costs and 
contribute a reasonable amount to overhead, and antitrust action, H.R. 22 
authorizes the Postal Rate Commission to require that up to 50 percent of 
all profits in any given year be applied to limit or reduce prices for non- 
competitive products when the Commission’s annual audit finds that non- 
competitive prices exceeded the cap, or that competitive ones were not 
covering costs or contributing reasonably to overhead. Are these 
disincentives enough; what should be the sanctions if the Commission 
finds evidence that the Service is cross-subsidizing? 

d. To what extent should Congress limit price discrimination in a 
commercial activity like postal service where Congress has limited 
competitive alternatives for buyers through the statutory monopoly? At 
what point is price discrimination "unfair" or "unreasonable" in a 
restricted market? 

e. Currently, HR 22 requires each product in the competitive category of 
mail to cover its attributable costs plus make a reasonable contribution to 
overhead. To what extent should Congress require the Postal Service to 
recover a share of overhead ("institutional costs") and cost of capital from 
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its competitive products collectively? Theoretically, the Postal Service 
and potentially mailers will benefit if the Postal Serv ice earns one dollar 
in marginal revenues from competitive markets, i.e.. without recovery of 
any overhead. Likewise, it may be that markets will be distorted and 
priv ate companies disadvantaged if the Postal Service can compete 
without the discipline of recovering a fair share of overhead in 
competitive markets. How should Congress strike a balance between 
these positions? 

f If Congress requires the Postal Service to recover a share of overhead 
(''institutional costs") and cost of capital from its competitive products 
collectively and otherwise comply with the same laws as private 
competitors, is it reasonable to hope that over time the Postal Service's 
participation in competitive markets will create an incentive to increase its 
efficiency in non-competitive markets to the same standards as private 
industry? Or will the price cap mechanism - on its own - help increase 
the Service’s efficiency in non-competitive markets without expecting 
these changes to come from additional requirements on competitive 
products? 

5. The Subcommittee has heard differing views on the need to incorporate oversight 
of the quality of service in a price cap framework. H.R. 22 includes this review of 
service performance in the annual audit by the Postal Rate Commission. What are 
your thoughts on how, if at all, the Postal Service’s achievement of its delivery 
service standards should be overseen in a price cap regime? Should the 
Commission also have a role in setting those service standards? 

6. H.R. 22 permits the Postal Service to experiment with new products and services. 
How important is this testing authority to an incentive-based regulatory system, 
and how much freedom should the Postal Service enjoy in testing new products? 
How much oversight is necessary, particularly to guard against cross- 
subsidization? For example, what role should a regulator play in the introduction 
of new products or services by a regulated entity? 

a. Who should determine the placement of new products into price cap 
baskets; the Postal Service or the Postal Rate Commission? 

b. Should the Postal Service be allowed to provide non-posta! services like 
financial services, electronic postmarks, T-shirts, etc.? Why or why not? If 
so, under what conditions should they be provided? Can non-postal 
ventures help underwrite the costs of universal service? 
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7. Are there specific issues that the Subcommittee should consider when requiring 
the baseline rate case (H.R. 22 requires a new rate case in order to provide ’‘fresh" 
rates for the price cap regime if rates were not set or in the process of being set 

v. ithin 1 8 months of enactment)? Should the Postal Serv ice continue to have sole 
authorin to set its revenue requirement for this last omnibus rate case; are there 
any specific items that should be built into this particular revenue requirement? 

a. WTiat have been some of the more common parameters utilized in other 
price cap regimes to insure that the new system is established correctly and 
“gets off on the right foot?” 

b. Recognizing that existing law requires the Postal Service to operate under a 
break-even mandate, the current ratesetting process allows for additional 
revenue in the rate structure to cover contingencies as well as to recover 
prior years’ losses. Should these additional revenue provisions be included 
for this final rate case? ' Why or why not? 

8. How often should the Postal Service be allowed to increase prices that are subject 
to the rate cap? H.R. 22 proposes that the Service be permitted once-yearly price 
increases. Is this appropriate? Should the rate cap be cumulative in nature in that 
the Postal Service would be allowed to make up for lost increases if it decides to 
forego a rate increase in one or more years, subject to the cumulative cap? 

a. At what level of the rate schedule should the cap apply? H.R. 22 
would apply the rate cap to the subclass level in each basket, 
thereby permining the Postal Service the ability to average rate 
increases among rate categories within a subclass. Should such 
averaging be restricted through price bands? If so, how? 

9. H.R. 22 would allow for an “exigency case” should the Postal Service find that it 
faces severe financial exigencies and a change in the adjustment factors is needed 
to restore the Service to fiscal soundness. If the Postal Service requests such a 
case, the Postal Rate Commission would then decide whether or not to change the 
adjustment factors that apply during the then current 5 year ratemaking cycle. 

What are your thoughts on this provision? Under what circumstances, if any, 
should an exigency case be allowed? What sanctions, if any, should be applied if 
the Postal Service would seek additional revenue under this procedure? 

a. Instead of the exigency case approach, some witnesses have suggested that 
the statute specify that the rate cap only be adjusted for specific financial 
burdens placed on the Postal Service outside of its control, such as 
Congressional budgetary obligations. How should the rate cap formula 
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deal with such emergencies? How specific should the statute be regarding 
the Commission's determinations of exigent costs? 

10. Are there panicular practices that have been noticed in other industries using price 
caps that allow the regulated company over time to attempt to dilute the desired 
incentives and reduce the potential for cost reductions that the regulator, in turn, 
should be aware of and specifically monitor? 

1 1. Assuming "honest, efficient, and economical management" (the statutory standard 
in Section 3621 of Title 39) of the Postal Service, how large of a statutory postal 
monopoly is needed to sustain the current level of universal postal service? How 
can this question be answered? Do we first need to defme universal service? Why 
or why not? If so, how' would you suggest that the nation define universal service 
in the postal services context? 

12. To what extent do "universal service" obligations set by Congress impose 
additional costs that the Postal Service would not normally and reasonably incur if 
operated as a private business? How can this question be answered? 

13. To what extent could the costs of the universal service obligation be financed by 
payments from a "universal service" trust fund, such as occurs with the universal 
service fund in telecommunications? 

14. To what extent could Congress reduce the costs of universal service by limiting 
the uniform rate requirement for letters to single piece letters? Are there any 
public interest benefits associated with a statutory requirement for uniform rates 
for bulk letters sent by businesses and organizations? 

15. Generally speaking, what are the overall costs and benefits of our current 
approach to regulating postal services in the United States? For example, what are 
the economic costs resulting from the statutory postal monopoly and related postal 
laws that limit competition? What are the economic benefits derived from such 
accomplishments as universal service? 

16. Congress enacted the private express statutes in 1845, long before "universal 
service" was achieved in the United States (about 1915). What economic evidence 
supports the conclusion that universal service depends on the continuation of the 
private express statutes? 

17. One aspect of the statutory monopoly is the mailbox prohibition. H.R. 22 
provides for a limited demonstration project to test broadening access to the 
mailbox, although H.R, 22 mandates that the test permit citizens to opt out of the 
test. This demonstration project is primarily intended to test the idea of giving the 
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citizen a modicum of control over their own mailbox. The citizen, and not the 
government, would decide on their own whether or not they want others, in 
addition to the Postal Service, putting mail in the mailbox. To what extent, and 
based on what evidence, is the mailbox prohibition necessary to provide universal 
service? 

18. H.R. 22 proposes that the scope of the Postal Service's monopoly over the 
delivery of letter mail be restricted to letters costing less than 2 dollars. What 
evidence are you aware of. if any, that would indicate how this change would 
impact the Postal Service, particularly in terms of its revenue? 

19. Some of the witnesses have outlined the benefits of price cap regulation over the 
current cost-of-service regulatory approach. Professor Kwoka enumerates in his 
testimony that the evidence to date regarding price caps is largely favorable, and 
Dr. Rose indicates that the experience on the state level has also been successful. 
Professor Baumol, who some consider the inventor of price caps, noted in his 
statement that, although the price cap mechanism was designed for the 
circumstances of a privately-owned, profit-seeking firm that is regulated to 
prevent the exercise of market power, it is possible to adapt the approach to the 
Postal Service and achieve positive results. However, other witnesses have taken 
a less sanguine view about the extent to which price caps will result in 
improvements. What incentives exist under the current approach - where the 
Postal Service is permitted to determine its revenue needs and then set prices to 
fully recover those costs — for controlling costs and improving efficiency? 

a. Does the fact that the Postal Service lacks private ownership disqualify 
price caps as an appropriate regulatory scheme for the Service? 

b. To what extent can the managers and employees of the Postal Service serve 
the economic function of "residual claimants" demanded by price caps 
through a profit-sharing mechanism? Do the "residual claimants" have to 
be an outsider such as private shareholders or, perhaps, the Treasury 
Department in order to reap the efficiency gains promised by price caps? 

c. Some have suggested that the Postal Service pay an annual “dividend” to 
the federal treasury. Would such a dividend, if set to a certain percentage 
of any profit, along with the bonuses provided in H.R. 22, help with the 
lack of strong residual claimants? 

20. "Vou appear to indicate that H.R. 22 needs to be more aggressive in approaching 
deregulation (privatization) of the Postal Service. If the consensus is that we are 
not ready for such deregulation, even on a phasing schedule, does H.R. 22 remain 
worth doing? 
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June 19, 1997 


The Honorable John M. McHugh 
Chairman, Subcommittee on the Postal Service 
2157 Rayburn House Office Building 
Washington, DC 20515'6143 


Dear Representative McHugh, 

We are pleased to respond to the questions raised in the 
attachment to your letter of May 20, 1997. 

Our remarks should be understood in the context of our 
Testimony. Absent residual claimants, the benefits of price caps are 
likely to be sparse. We do not know how to establish residual 
claimants in the absence of privatization. 

We have been purposefully brief in our responses so as to focus 
attention on what we consider the most important points. If you require 
clarification or further information, please let us know. 


Sincerely yours, 

_ 6 

Michael A. Crew 
Professor of Economics 



Paul R. Kleindorfer 


Universal Furniture Professor 


of Economics & Decision Sciences 


enclosure 
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RESPONSES TO: 

QUESTIONS FOR THE RECORD 
FOLLOWING THE HEARING ON APRIL 16. 1997 
REGARDING H.R. 22 


1. We agree with Dr. Christensen. 

la. The index should be set by statue with the "blending" factors subject to 
regulatory review at the end of the price-cap period. 

2. We are against setting an X factor based solely on a productivity offset. 
This will lead to complexity and potential problems in attempting to 
measure X precisely. The real point of X is to ensure ex ante a consumer 
dividend. (For details see attached special issue of the Journal of 
Regulatory Economics (JRE) on incentive regulation.) 

2a. It is important to leave the setting of the X factor to the regulator, 
possibly with the aid of some general principles (like efficiency, keeping the 
firm viable, fair sharing of improved efficiency between the firm and its 
customers, and so forth), which could be mentioned in the legislation. 

2b. Only a single adjustment (X) factor should be considered, common 
across baskets. Anything else will give rise to increased complexity with no 
real benefits. Inter basket flexibility can be achieved by mechanisms too 
complex to discuss here. (See attached JRE). We would argue that floors 
and ceilings (if used) should be common across baskets. These additional 
details should be left to the regulator to determine. 

2c. It does not matter greatly what index is used since the effect of price 
caps is the combined result of the index and the X factor. We would be 
against Dr.Christensen's proposal cited in your question on the grounds that 
it overemphasizes productivity measurements. In the end there is no 
avoiding regulatory judgment in implementing price caps. 

2d. We have nothing to add to our testimony on this matter. 
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3. As a public enterprise, subject to review by the PRC, the Postal 
Governors and the Congress, adding requirements under antitrust and other 
laws would appear redundant. 

4. At least for a private enterprise, price-cap regulation does not encourage 
cross subsidization. The same is not true of cost-of-service regulation. It is 
therefore not surprising that a great deal of discussion before the PRC in 
rate cases is concerned with cross subsidization. Note that if price-cap 
regulation is applied to a public enterprise, the cross subsidy problem may 
well continue to be a problem. 

4a. With the considerable safeguards against cross subsidization by the 
Postal Rate Commission, serious cross subsidization is likely to be avoided. 
However, under private ownership and properly designed baskets, 
incentives against cross subsidy are likely to be even stronger. 

4f. Absent residual claimants it is highly unlikely that efficiency will be 
improved as a result of this mechanism alone. 

5. The PRC is well placed to oversee quality standards. Concerning the 
setting of these, there are well-defined benchmarks for efficient quality (see 
our earlier book on The Economics of Postal Service for details) and these 
should be used. These benchmarks essentially say that quality (for various 
services) should be set to levels which equate the marginal benefits of 
increased quality to the marginal cost of increased quality. 

6. A privately owned postal service would have powerful (profit) incentives 
to introduce new products and not cross subsidize them. The regulators role 
on new products would be to watch and wait. Even under public enterprise, 
it is extremely important that the Postal Service have considerable freedom 
to introduce new products; it will otherwise not find the necessary 
confluence with the rapidly changing communications marketplace. 

6a. The PRC, after an appropriate introductory period of study. 

6b. A privatized Postal Service would have complete freedom to sell what 
it wanted. A public corporation must be subject to oversight. It cannot 
have complete freedom to play with "the house's money". The issue of 
which markets a public enterprise should be precluded from entering is 
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quite tricky. If the oversight is too stringent, the public enterprise will not 
be sufficiently innovative to survive. If the oversight is too flexible, the 
public enterprise will likely enter into ventures in which it has no expertise. 
Not facing the discipline of capital markets, the latter tendency can be very 
expensive. 

7. Under both public ownership and privatization the PRC should set the 
revenue requirement. 

7a. The rate of return on capital would be a critical concern and usually 
serves as one of the basic tests for determining the level of the price cap and 
X factors. 

7b. Unless previous period losses are recouped or written off, a privatized 
Postal Sendee would be financially handicapped. For a public enterprise, 
and especially under mandatory labor arbitration, it is not clear what the 
effect of prior years’ losses would be. They might provide a signal to hold 
wages down. But they might simply viewed as someone else’s problem, 
perhaps to be cleared up at the next review period of the price cap. On 
balance, a price cap should have as few escape routes as possible, so we 
would favor a fair but rigorous start-up price-cap regime which would be 
achievable with effort and would guarantee consumers a dividend over time. 
This means that large prior years’ losses cannot be absorbed in setting up 
the price cap, unless the X factor is low. 

8. Prices could be raised annually and the cap would be cumulative, i.e. the 
Postal Service could bank a price increase. 

8a. The cap would apply to all products within the basket rather than just at 
the subclass level. If Congress wished to constrain changes within the 
basket, there a several means available which are less restrictive than the 
current subclass proposal. 

9. Normally, if the rate of return on capital drops to a very low level, 
emergency action would have to be taken. Such problems would largely be 
avoided if "Y factors" which allow adjustments for exogenous changes are 
allowed. Whether the Postal Service is penalized (and the nature of such 
penalties) will depend on the underlying reasons for the relief and whether 
the Postal Service is a public or private organization. In either case, the 
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usual language adopted for “exigent costs” are costs imposed though legal 
or tax changes which were not foreseen at the time when the price-cap 
regime was (re-)initialized. 

10. The potential for quality degradation is considerable and will require 
vigilance on the part of the PRC. 

11. We have argued that a monopoly is one way of addressing the universal 
service obligation. The scope of the monopoly and the USO would likely 
both optimally be reduced over time. (See enclosed paper for details.) 

12. (See enclosed paper.) 

13. It is possible. But it may set up an added bureaucracy. The evolving 
experience in telecommunications may be instmctive in this context. It is 
our view that the USO question need not be “solved” at the same time that a 
new governance structure is implemented for the Postal Service. The extent 
of the USO and its financing will continue to be important problems into the 
future, whatever the governance structure and form of regulation is 
implemented. 

14. This would reduce the cost. To our knowledge this has never been 
studied in detail so we have little idea of an estimate of the cost savings. 
Concerning public interest benefits associated with uniform pricing of bulk 
letters, there does not appear to be any prima facie for such benefits. 

15. (See enclosed paper.) 

16. The private express statutes could be modified and universal service 
could still be provided, as is evident in other countries which provide 
universal service without these statutes. However, the problem requires a 
major study. 

17. Universal service is provided in the rest of the world without a mailbox 
monopoly. 

18. It would adversely impact the Postal Service's revenue. 
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19. Professor Kwoka's claim is based primarily on his belief, rather than any 
evidence, that the successful experience of price caps in the private sector 
will be repeated in the public sector. We think that this is a highly unlikely 
scenario. (See our Testimony.) 

19a. Price caps are not disqualified for the Postal Service under continuing 
public enterprise. However, their expected benefits are not likely to be 
achieved absent clear residual claimants. (See our Testimony.) 

19b. In our view, private shareholders and the discipline of capital markets 
and other markets (e.g., those for managerial talent) are required to have any 
assurance that efficiency gains will be achieved under price caps. The key 
logic of price caps is three-fold (for existing products): decoupling revenue 
from cost; providing incentives to increase unit sales through regulating unit 
prices and not total revenues; and allowing cost efficiency gains to be fully 
garnered by the provider between price-cap reviews. All three of these key 
features become muddled or irrelevant for a public enterprise. One could 
attempt to resurrect them through an external third party such as the 
Treasury Department, but this would be roughly akin to the current system 
in which exhortations are plentiful but information and motivation for cost 
savings and product innovation are only available internally to the Postal 
Service. (See our Testimony for additional comments.) 

19c. It may have some beneficial short-term effects. However, the various 
parties would quickly learn to "game the system” leaving the effects 
uncertain. Nonetheless, given the positive experience in New Zealand and 
Australia with such dividends, these ideas to help provide some weak 
residual claimants should be considered. 

20. The key question is can H.R. 22 leverage such deregulation and 
privatization in the longer term? If it cannot, then it will only give price 
caps and incentive regulation an undeserved bad name, when the real 
problems are with ownership structure and labor relations, and this 
would certainly not be worth doing. So, let us rephrase this question 
slightly as follows; how can H.R. 22 serve to introduce new avenues for 
deregulation, privatization and better labor relations practices? We 
would suggest three ideas for your consideration: 
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• First, the legislation should explicitly commit to the principle of 
achieving increased market relevance/focus for the Postal Service, 
including a confluence with labor and capital markets and with the 
rapidly changing dictates of the communications market place. We are 
convinced that such relevance will become an absolute requirement for 
viability of postal services in the next century. Such market focus 
implicitly embodies the principles of ultimate privatization and reformed 
labor relations practices and H.R. 22 should recognize these as long-term 
objectives, even if “we are not ready for such deregulation” at present. 

• Second, in particular, the legislation should explicitly commit to 
exploring ways for Postal Service management to adjust the labor force, 
both in size and composition, to the changing needs of the market place. 
As we move toward more technologically demanding products and 
services and as competition becomes intense, it will be imperative that 
the Postal Service adapt its labor force to the dictates of the market. 
Absent a more flexible approach to the composition and remuneration of 
the labor force, and a real crisis will almost certainly develop soon. The 
essence of this recommendation is that Congressional Staff, in 
consultation with experts at the Postal Service, the unions and other 
labor experts, should determine a set of feasible alternatives for 
increasing managerial flexibility in managing the labor force. If the 
legislation cannot politically change labor relations practices, it should at 
least attempt to increase the leverage of Postal Service management over 
the level and composition of its key cost driver. 

• Third, H.R. 22 should commit to reviewing the progress of the Postal 
Service towards meeting the objectives of this reform legislation to 
achieve greater efficiency and better services after a reasonable period of 
time, say 7 years, with an eye on the possibility of introducing further 
reforms (e.g., privatization) at that time. 
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Efficient Entry, Monopoly and the 
Universal Service Obligation in Postal Service^ 


by 

Michael A. Crew 
Paul R. Kleindorfer 

May 13. 1997 


I. Background 

Two primary attributes of traditional postal service are ubiquity of service and 
uniform pricing. It cc»ts a mailer the same to post a letter for delivery in his home town as 
it does for delivery in some town at the other end of the coimtry. Similarly, the mailer pays 
the same whether his letter is addressed to an electric utility that receives thousands of 
letters a day or whether it is addressed to his aunt living on some outlying farm. Although 
the costs of a Post Office (PO) are very different in each of these cases, the mailer still faces 
the same price. This requirement of ubiquity of delivery^ combined with the uniformity of 
price, regardless of costs, are the basic ingredients constituting the universal service 
obligation (USO). 

Absent some prohibition on entry the USO would result in entry making it impossible 
for a PO to meet its USO. On the low cost routes where it is making large surpluses rivals 
will enter depleting the surpluses it is using to cover the losses in its high cost areas. This 
notion of a USO and the resultant requirement to secure the PO from entry has been 
generally accepted for around a century and a half with the success of the Penny Post 
following its founding in 1840. Recently, however, this notion has come to be questioned for 
a number of reasons, including the general trend toward promoting competition in all 
network industries. Thus, over the last ten years or so, partly as a result of technological 
change, the guaranteed monopolies of network industries everywhere have been questioned, 


^ The authors are respectively Professor of Economics and Director of the Center for 
Research in Regulated Industries, Rutgers Univereity, and Universal Furniture Professor 
of Decision Sciences and Economics, University of Pennsylvania. They have benefitted 
from discussions on the USO with Ian Reay, Elorje Spong and Sture Wallander. 

^ In practice a PO may have other obligations which might be a part of the USO. 
Perhaps most important PO’s are required to provide retail counter service on a 
ubiquitous basis. The costs of providing such service to outlying areas may not be trivial. 
In this paper we do not consider such obligations. However, such costs could probably be 
funded in the same way as we propose here, namely, by enlarging the monopoly. 
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for example, in gas, electricity, and telecommunications, and public policy has focussed on 
enabling competition. 

Similar forces are at work in postal service euid here too the issue is how to design 
policies to enable competition with all its resultant gains and yet retain almost all the 
benefits traditionally expected from postal service, including the continuing existence of a 
USO. One approach to this problem has been that adopted in Sweden, Finland and New 
Zealand,^ namely the abolition of monopoly protection, the apparent opening of postal 
markets to all comers. This "liberalization” approach, however, difficult to maintain along 
side a meaningful USO, at least in most major economies. Without some monopoly protection 
the USO may become increasingly untenable. In addition, without a clear monopoly limit it 
is difficult to define when conduct on the part of the incumbent PO is anti-competitive. For 
European PO’s abolishing the monopoly is particularly problematical since if the statutory 
monopoly is lifted then EU competition rules (Articles 85-6 of the Treaty of Rome), aimed at 
reducing dominance, could have a serious impact on a PO’s ability to meet its USO, and 
might impair the Members States’s ability to determine its USO according to domestic 
circumstances. The recent case of Sweden Post and Cit 5 rmail is compelling.^ Sweden Post 
cut its prices for bulk mail in Stockholm and only Stocl^olm when faced with competition 
only in Stockholm. Its actions prompted a suit by Citymail. The problem is that Sweden 
Post was faced with a USO and no monopoly protection. In this case what was its recourse? 
Should it just let a rival take its profitable business and be left with an increasing amount 
of high cost business? Absent a monopoly limit, there is no bright-line rule for a PO to 
employ when faced with such entry. 

Faced with these somewhat conflicting developments the current concern in postal 
service is that entry and substitution for postal service will make the USO increasingly 
untenable. As it is unrealistic to assume that PO’s will be relieved of their USO we are not 
arguing for a complete liberalization of entry into the postal business but for a much more 
carefully designed USO and monopoly.® Our aim is to promote efficiency in the postal sector. 
Thus, we are concerned not about competitive entry per se, but with inefficient entry that will 
damage the ability of the POs to provide a foundation for a more competitive postal sector, 
while assuring the continuing existence of a USO. This paper develops a framework for 
evaluating the optimal USO and the implied monopoly or "Reserved Area”. There is 
currently no solid economic foundation for determining the nature and extent of the Reserved 
Area beyond a sense that it should be reduced. Rather typical of the current approach is a 


Finland has a licensing system. However, the first license to an entrant has yet to 
be granted since the advent of liberalization in 1995. For a description of the USO and 
competition in New Zealand, see Allen (1997). 

Leskinen (1997) provides an analysis of this and other postal cases. 

Nor are we arguing for a universal service fund, which is frequently proposed as a 
means of funding the USO (for example, Stumpf 1997). Industry subsidies are not exactly 
renowned for their ability to promote efficiency, passenger railroads being £in obvious 
example. Moreover, we think that current attitudes on government spending make the 
introduction of such subsidies effectively infeasible at this time. 
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bill before the U.S. House of Representative (H,R. 3717) proposing major reform of the U.S. 
Postal Service. The bill proposes to reduce the monopoly so that only items with postage of 
less than $2.00 are protected by the monopoly. 

While the issue of efficient entry has been addressed in a number of papers over the 
years, there is a need to focus this general literature on the specihc attributes of postal 
service. The central question addressed is thus: under what conditions should entry be 
permitted where an incumbent monopoly, faced with a USO, has an exclusive franchise? 
Entry has the potential to improve both static and dynamic efficiency in that service or cost 
innovations occur when entrants produce a given product or service, or some elements 
thereof, more economically or with better service quality attributes than the incumbent. By 
contrast, under a USO, entry may not provide any of these promised efficiency gains.® 
Indeed, where the entrant has higher costs than the incumbent there are clear efficiency 
losses resulting from the increased costs. Even where an entrant has lower costs than the 
incumbent the revenue of the incumbent is eroded and the viability of the USO is threatened. 
This may be especially true if, as in postal services, there are significant cost differences 
across the service territory and uniform pricing is used. The necessary efficiency balance 
therefore involves a tradeoff between the efficiency benefits of competitive entry and the 
economic costs of cream-skimming which the USO, uniform pricing and heterogeneous costs 
enable. Achieving the proper balance here requires a mixture of pricing approaches, entry 
restrictions and possible re-design of the USO to decrease cost heterogeneity. 

In this paper we are arguing for a much broader definition of the USO. Rather than 
begin, as in the traditional approach to the USO, with a notion that the USO applies only to 
end-to-end services and applies only to uniform pricing, we argue that quality attributes are 
critical to the definition of the USO and that both wholesale and retail services should be 
considered in determining the scope of the USO and the associated Reserved Area. For 
efficiency both USO and Reserved Area should be determined simultaneously to balance the 
benefits of increased uniformity and ubiquity against the costs of a larger Reserved Area. 
In practice, however, this may take place in two stages. First, the USO is defined and then 
the minimal Reserved Area necessary to support this USO would be determined. As we 
discuss below, the efficiency of the resulting USO and Reserved Area can be evaluated 
through various welfare and cost measures. 


In the next section, we analyze in more detail the nature of the USO and the tradeoffs 
in determining its scope and that of the supporting Reserved Area which are implied by 
economic efficiency. In section 3 we develop a general model to understand the efficiency 
conditions implied by these tradeoffs at optimum. In section 4 we develop some of the policy 
implications of these results. Section 5 is by way of conclusion. 


® In the case of Citymail it could be argued that Citymail provided service innovation, 
sudi as "day-certain" delivery. However, Citymail delivered only on two days a week. 
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2. On Denning the USO under Competitive Entry 

The question of the nature and extent of the USO is particularly important today 
given the increased impact of competition on postal and delivery services. Traditionally, the 
USO has been seen as the requirement to offer standard service at uniform and affordable 
rates, often coupled with various constraints on the quality of service.^ The emphasis in the 
traditional definition of the USO is on the level of cross-subsidy firom low-cost routes to high- 
cost routes implied by uniform pricing if the incumbent postal service provider is to break 
even. With the advent of competition, both from other postal-type providers as well as from 
electronic substitutes, maintaining the USO becomes increasingly difficult as cross-subsidies 
and service quality standards are put under pressure by competitors who can potentially 
target specific customer segments with customized service offerings. These same trends 
suggest generalizing the traditional concept of USO to address better the implicit tradeoffs 
between the extent of the USO, the supporting Reserved Area and economic efficiency. 

For our purposes, we define the USO as a (legal or statutory) requirement on the 
incumbent PO to provide ubiquitous service at a uniform price, usually in return for certain 
guarantees or some protection of that provider's franchise to operate, and satisfying 
restrictions on;*’ 

The extent of USO-services offered by the PO; 

The quality of USO-services offered by the PO. 

Concerning extent, the most common restriction is uniform pricing applied to all non- 
express letter mail.*' Given this restriction, the key policy question is how to fund this USO. 
In Cremer et al. (1997), for example, this question is analyzed by considering the welfare 


^ Some countries require deliveries six days a week, e.g. U.K., U.SA., France and 
Germany, while others, e g. Sweden and Finland are required to deliver only five days a 
week. In the U.K. the P.O. is required to make two deliveries on week days in most 
urban areas. 

" Thus, the USO could be considered as prescriptions on services which take one of 
four forms: ubiquity alone; ubiquity with uniform price but no quality restrictions; 
ubiquity with uniform quality restrictions but no uniform price restrictions; and ubiquity 
with uniform price and some quality restrictions. We argue that only the last presents 
any significant problems for analysis. 


** We exclude parcels from this analysis, although in some countries tiiere remains a 
USO for parcels as well. Note that, in many countries, including the U.S., only the 
ubiquity aspect of the USO applies to parcel post. This means that prices for parcels can 
vary not just by weight but also by route, so that the problems of maintaining the USO 
are significantly less pronounced for parcels than for letter mail, except in the case of 
service to very high cost areas like Alaska, where the price is higher but may still be well 
below cost. 
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consequences resulting from the relative (in)efficiency of using the incumbent postal provider 
to cross-subsidize high-cost routes - with or without additional subsidies from general tax 
revenues (i.e., a USO Fund) - rather than allowing price differentiation between high-cost and 
low-cost routes. The basic idea underlying this Idnd of analysis has been understood from 
the early days of postal service, for example, Hill (1837) and Coase (1947). 

Our approach differs from these contributions in that we adopt a "second-best” 
approach, which considers the relative ef!icien<y resulting from alternative definitions of the 
USO. In particular, the comparison of the inefficiencies that arise when as a result of 
uniform pricing with a first-best efficient solution are not especially meaningful in the context 
of actual postal practice. Rather, we regard the USO as fundamental to the very nature of 
postal service. It exists not just because the government has a naive belief in the importance 
of subsidizing outlying areas. The benefits arise from the provision of ubiquitous service at 
a uniform price. There are transactions cost economies, in both production and consumption, 
fmm uniform pricing. In addition, the USO has the advantage of providing some rough-and- 
ready protection against monopoly exploitation to consumers in high costs areas. The critical 
issue is what should be the nature and extent of the USO. This is the issue we address in 
this paper. We explore below the implications of modifications in the traditional broad scope 
of the uniform pricing restriction to allow greater benefits of competition by limiting the 
services to which uniform pricing applies. For example, the uniform pricing restriction of the 
USO might be redefined to apply only to single-piece First Class mail, excluding explicitly 
bulk mailings. In addition, we consider the possibilities of extending the well-established 
approach of providing a somewhat lower level of service to the outlying areas. 

As noted, the incumbent PO accepts the responsibility of meeting its USO in return 
for certain guarantees and protections, usually embodied in a Reserved Area, the area of 
service in which the PO is guaranteed a monopoly. Thus, establishing a USO policy involves 
designing an appropriate relationship between the extent of the USO and the extent of the 
Reserved Area. The greater the USO, the greaterthe monopoly (i.e., Reserved Area) required 
to finance it. Developing an economically efficient policy for the USO and Reserved Area 
involves striking the right balance between the efficiency losses associated with monopoly, 
the transactions cost reductions from uniformity, and potential scale and scope economies in 
certain parts of the postal value chain. 

Our approach differs from other contributions*® in that we are concerned with the 
effects of entry on the USO. Our approach implies some monopoly being guaranteed to the 
PO. We are concerned with the tradeoffs between the extent of the monopoly and the extent 
of the USO. The problem is to frame USO in such a way that efficiency, competition and 
commercial operation on the part of the PO are encouraged. Recent contributions to the 
USO policy debate have been more restrictive in scope, concerned primarily with the 
efficiency losses associated with uniform pricing by the incumbent PO. These losses are 
usually referred to as the "Cost of the USO". For example, Elsenbast and Stumpf (1996) 
examine the nature and extent of the costs created for PO’s by the USO and propose a 
mechanism, a universal service fund, to finance the USO. Dobbs-(3olay (1996), on the other 


With the possible exception of Stumpf (1997) who discusses some of the tradeoffs 
involved in determining the nature of the USO. 
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hand, provide a conceptual basis for measuring the USO cost, including its profitability 
consequences for a PO, the costs of funding and the "welfare" or efficiency costs to the 
economy of the USO. Various other developments and estimates of the cost of the USO are 
analyzed in Crew and Kleindorfer (1997).“ 

In addition to these efficiency losses from uniform pricing (and quality), other potential 
USO-related efficiency effects include the following: 

The extent to which entrants are able to supply services in the reserved area at lower 
cost than the incumbent. 

Improved cost and service innovations in the non-reserved sector through the dynamic 
effects of competition. The larger the Reserved Area (associated with a broader USO), 
the lower these benefits. 

Reduced transactions costs for customers and the PO associated with increased scope 
of uniform service. The broader the extent of the USO, the larger these benefits. 

The cost effects, especially in downstream delivery, of improved utilization of the 
incumbent PO*s local delivery network implied by a larger Reserved Area. 

Analysis of these effects of USO policy need to be integrated with traditional concerns 
with the efficiency losses associated with uniform pricing (and quality). The objective of USO 
policy can be understood as striking the rig^t balance between ffiese effects and the 
breakeven requirement of the incumbent PO. Clearly, this implies significant tradeoffs in 
the costs and benefits implied by each of the above effects as the Reserved Area and the USO 
are modified. To analyze these tradeoffs, we develop a model below with the following key 
features: 

1. Break-even operations by the incumbent across all products offered. 

2. Uniform pricing by the incumbent in the reserved area with Ramsey pricing across 
the multiple (monopoly) products. 

3. Quality is exogenous to the model, but quality competition could be accommodated in 
extensions to this model. 

4. Non-uniform costs associated with providing the product (or products) to different 
customers, giving rise to incentives for cream-skimming. 

5. A competitive fringe which provides differentiated products in the non-reserved sector 
in competition with the incumbent. 

6. Transactions cost savings for customers resulting from uniform pricing. 


“ See, e.g., Gallet and Toledano (1997), and Sturapf (1997). 
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3. Modeling the USO and Reserved Area 

As described previously, we develop a model of the efficiency effects arising from the 
required scope of the USO and supporting Reserved Area. We focus here primarily on price 
and cost effects, with service quality issues exogenous to the model for the moment. We 
assume that the incumbent postal provider is guaranteed a protected monopoly for services 
within the scope of the Reserved Area, and that uniform pricing prevails for all such reserved 
services. Outside the Reserved Area, the incumbent faces a competitive fringe which is 
assumed to price its services at cost. The fundamental tradeoff which we wish to capture in 
this model is between the required breakeven constraint, transactions cost savings resulting 
from uniform pricing, and the extent of the Reserved Area. The greater the scope, the larger 
the allocative inefficiencies due to uniform pricing if we ignore transactions costs. In 
addition, to the extent that competitors could provide reserved services at lower cost than the 
incumbent, there could be additional inefficiencies from extending the scope of the Reserved 
Area and thereby not enabling cost-reducing competition. 

We begin with some notation. Let “A” be the set of all services, both reserved and 
competitive, which may be offered. Let Rc A be the set of reserved services. Let T be the 
set of all delivery areas to be served. We assume that both A and T can be ordered. Indeed, 
for analytical convenience, we will consider both of them to be subsets of the real numbers. 
In the case of A, this might be thought of as delineating services by their “weight”. In the 
case of T, the ordering can be thought of as indexing delivery areas from lowest (unit 
delivery) cost to highest (unit delivery) cost. We define the following unit costs and prices: 

c„,(a,t) = unit cost for incumbent of delivery of service a in delivery area t 

Cf(a,t) = unit cost for competitive fringe of delivery of service a in delivery area t 

Cu(a) = unit transactions cost for customers resulting from nonuniform pricing, 

a e A\R 

p(a) = unit price (assumed to be uniform) for reserved service a e R anywhere at t e 
T 

p(a,t) = unit price (possibly nonuniform) for non-reserved service a e A\R at t e T 

Thus, the “full price” a consumer t £ T faces in areas where nonuniform pricing prevails is 
p(a,t) + Cu(a). We assume here that the transactions cost of nonuniform pricing is borne fully 
by the consumers. There could, of course, be transactions cost savings by the PO resulting 
from uniform pricing as well but we neglect these here. 

Define willingness to pay for consumers of seivice a e A in area t e T as V(x, y, a, t), 
where x is the amount of service provided by the incumbent and y the amount provided by 
the competitive fringe (we assume some product differentiation between x and y). 
Representing consumer preferences in the usual quasi-linear form: 

U(x, y, a, m, t) = V(x, y, a, t) + m 
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where m is the numeraire good, and assuming separability of WTP across services, we have 

the 

following traditional welfare function: 


n, 


W{R,F) = f f iy(^(P(o)^,t),0,a,0 - c^(a,i)Jc(p(a),a,t)Ji&da -F 

aeR leT 

* f f yU(p(a,t),c^a,t),a,t),y(p(a,t),c/[a,t),a,t),a,t)dtda ( 1 ) 

a €A\Ji teT 

- f f l(‘:„(a,i)*c^(a)]x(p(a,i),c/a,t),a,t) » (c/a,t) + cj,a))y(p(a,t),c/a,t),a,t)jdtda 

aeAXRteT 


, the profit of the incumbent (the profits of the competitive firinge are zero) is given by 
= / / lP(a) ' cJa,t))Mp(‘‘),a,t)<bda - F 

(2) 


* / / - cja,t)'jx(p(aj),cj^a,i),a,t)dtda 

aeA\R t(T 


where F are fixed costs of the incumbent. Note that the second tenn in the definition of W(R, 
P) represents the total benefits in the non-reserved sector and the final term represents the 
total cost in the non-reserved sector, including the transactions costs of nonuniform pricing. 
We wish to solve the following Ramsey problem as a benchmark solution: 


Maximize { W(P,R^ \ U iF,R) i IL) (3) 


where FI,, is the required profit level of the incumbent. Forming the Lagrangean I/X) = W + 
Xrin,, we have the following first-order condition for a e R: 

= /■[(! . X)(p(a) - - ^*(r)l<* - 0, 06/! (4) 

ap(a) J.[ ” 'dp{a) 1 

Note from utility maximization and our assumption that consumers bear the transactions 
costs of nonuniform pricing that, for any nonreserved service a £ A\ R, V,(t) = p(a,t) + Cyfa) 
and Vy(t) = c/a,t) + CyCa). Thus, we have the following first-order condition for a e A\ R: 

^ - A4I) = 0, oeil\R (5) 

3p(a,0 ' dp(a,0 

Example : Regarding the FOCs for p(a) for a E R and p(a, t) for a e A\R, suppose demand 
functions x(p, a, t) for a given service a e A have the form x(p, c^ a, t) = H(t)D(p,Cp a), with 
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ExamnlB : Regarding the FOCs for p(a) for a E R and p(a, t) for a E A\R, suppose demand 
functions x(p, a, t) for a given service a e A have the form x(p, Cp a, t) = H(t)D(p,Cp a), with 
H(t) > 0 and H'(t) > 0. Then, setting k = k/(l+k). the above FOCs (4)-(5) can be written as: 



iKa) - 
Pia) 


k 

H(p(fl),a) 


dt = 


0 , 


aeR 


(6) 


p(g.0 - cja,t) 

P(aj) 


k 

ri(p(a,0,a,t) ’ 


a€A\R 


(7) 


where k E [0, 1] is the Ramsey number and where elasticity T|(p, a) = Ox/3pXp/x) = 
OD(p,a)/3p)(p/D(p,a)). This is a kind of inverse elasticity result, which must be solved with 
the non-reserved service prices p(a, t) to determine the Ramsey number k so as to satisfy the 
overall profit constraint for the incumbent. Thus, suppose there is but one reserved service 
a = R and one non-reserved service N and that we have two areas, h = high cost and t = low 
cost, with demand and cost parameters as given in the following Table: 



t = h (High Cost) 

t ={ (Low Cost) 

Unit Cost c,„(R,t) 



Unit Cost c„(N,t) 

2Cn 


Demand for the Reserved 
Service x(p,t) = H(t)Dp(p) 

Dr(P) 

lODp(p) 

Demand for the Unreserved 
Service 

x(p, Cf, t) =H(t)DN(p,c,) 

Dptp.c,) 

10Dn(p,c,) 


Then the FOCs reduce to the following for this example'*: 


"The reader will note that we have, for this example, assumed a finite or discrete set 
of delivery regions. The translation of the above (continuous) results to this case should 
be clear. 
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Pr - '^<=r ' 
Pr , 



( 8 ) 


Pm _ k 

Pm Nk 


(9) 


Pm ~ _ k 

Pm ^vi 


(10) 


where - pDr'(p)/Dr(p) is the elasticity for the reserved service, r\jj = pDu'(p)/Du(p) and 
where k e 10, 1) must be set sufficiently large to ensure prices for this reserved service and 
for the non-reserved services which will ensure breakeven operations for the incumbent. 

For this example, first-best prices are easily obtained from the above FOCs by setting 
k = 0. Doing so yields: p^ = i2Cf/ll; ppj,j = 20^; and p^, = c^,. Note that the pj^^ are just 
marginal cost prices, while p^ is the welfare-optimal uniform price, an average (wi^ weights 
proportional to the slope of the demand function in each zone) of the marginal costs of the 
high and low-cost delivery zones. This example illustrates the basic tradeoffs or sources of 
inefficiency in determining the USO and associated prices: one is w.r.t. to the Ramsey effect 
and the need to depart from first-best conditions in order to meet the incumbent’s breakeven 
constraint; the other is the need to impose uniform pricing to avoid transactions costs for 
consumers (and perhaps also producers) arising from spatially differentiated pricing. The 
reader will note that the unit transactions cost cjLa.) of nonuniform pricing does not appear 
anywhere explicitly in the example. It is nonetheless present in that the appropriate price 
to include in demand for non-reserved services x(p, Cf, a, t) = H(t)D(p,Cf,a) is the full price 
faced by the consumer, i.e. p = p(a,t) + Cy(a). As c„(a) increases, clearly demand for the non- 
reserved service decreases, placing an increased burden on the reserved sector for a fixed 
breakeven constraint. To examine the impact of this tradeoff further, let us now consider 
conditions determining the welfare-optimal size of the reserved area. 

We wish to examine the scope of the welfare-optimal Reserved Area. For analytical 
convenience, we assume that R and A are both intervals in the real line, with R having the 
form R = [0, r] Q A = [0, a) . We think here of Rbeing restricted to services of a given weight 
or price range. Given these conventions, the welfare function (1) and profit function (2) are 
functions of the cutoff point “r” defining the reserved area, i.e. 
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Wi]R,F) = f f iy(x(p(a)/i,t),0,a,t)-c^(aj)x(p(a),a,t)jdtda - F 

0 teT 

d 

* f f ^(^(^>^^>^M>^^>^^0,y(p(ayt),c/aj),a,t),a,t)dtda (11) 

r teT 
d 

-f f l(c„M*c^(a))x(p(a,t)>c/ajXaj) + (c/_aj) + c^(a))y(p(a,i),Cj(a,t)ya,t)jdtda 

r teT 

and 


U.^(R,F) = f f (p(a) - cja,t)jx(p(a),a,0dtda - F 

° (12) 

d 

*ff (p(a,t) - cJa,t)jx(p(a,0,Cj(a,t)»a,t)dtda 
r teT 

Thus, to solve the problem (3) for the optimal size of the reserved area r, we form the 
Lagrangean L(^) = W + X,n^ as before, but using (11)-(12) in place of (l)-(2), and differentiate 
L w.r.t. r, obtaining: 


( 13 ) 

/ [(^*(^^)+<^«('■))■«(P(^^),c/r,^).^^) + (c/r,/) + c,(r)))<p('’.f)»tv(r.O»r,f)]df 
teT 

* xlj {p(r) - cjr,t))x(p(r)„r,t)dt - | (p(M) - cjir,t))x(p(.r,t),cjir,(),r,t)dt\ 

[teT leT J 

To provide some insight on the implications of this FOC, let us define tiie following 
quantities: 
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W{r,P-JD = j” [H’c(p(r)^,t),0,r,ty - cj,r,t)x(p(r),r,t)jdt (14) 

teT 


W{r,P-,N) =1 V(x(j>(r,t),cJir,t),r,t),y(p(r,fy,c/r,t),r,t),r,f)dt 

ifT 

- f (‘^J'’.OJ:(p{/-.l),c/r,t),r,t) + cjir,t)y(p(r,t)fifr,t),r,t))dt 

IfT 


(15) 


TC(r,P;N) - J cj^r){x(p(r,t).cjir,ty,r,t) * y(p{r,t)ji:fr,i),r,t))dt (16) 

tfT 


njr.PK) ^ f (p(r) - cjr.0}x(p(r),r,t)dt - F (17) 

t€r 


n„(r,P;W) = j (p(r,0 - c^ir,i))x(p(r,t),c/.rj),r,f)dt - F (18) 

ler 

We can note the following interpretation for each of the above expressions: 

W(r, P; R) = Welfare obtained from service r if r is in the reserved area (r e R) 

W(r, P; N) = Welfare obtained from service r if r is not in the reserved area (r e A\R) 
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TC(r, P; N) = Transactions Costs of service r if r is not in the reserved area (r e A\R) 
nnj(r, P; R) = Incumbent Profit from service r if r is in the reserved area (r e R) 
n^Cr, P; N) = Incumbent Profit from service r if r is in not in the reserved area (r e A\R) 


Using the definitions (14)-(18), we can rewrite the FOC (13) for the optimal scope of 
the reserved area as follows: 


TF(r,?;H) - {W(r,P-N) - TC{r,F,N)) ^ X(n^(r,P;/J!) - E Jr,P;JV)) = 0 (19) 

This equation consists of three terms: The first two terms represent the change in welfare 
if service r is transferred from the reserved sector to the unreserved sector. The third term 
represents the product of X times the change in incumbent profit if service r is transferred 
fix)m the reserved sector to the unreserved sector. The sum of these three terms is to be set 
equal to zero as a requirement for the final service added to the reserved sector. The 
following assumptions concerning the variables above seem reasonable: 

1. W(r, P; R) - W(r. P: N) is positive for small r and decreasing in r : This assumption relies 
on the notion that there are significant scale and scope economies for traditional letter mail 
(i.e., for small r). However, for other classes of mail, two additional effects tend to erode this 
initial advantage of the incumbent: the benefits of consumer choice which would be foreclosed 
if r is reserved and the possible efficiency advantages of the competitive fiinge foregone if r 
is reserved. 

2. TC(r. P: N) is positive and decreasing in r : This assumption relies on the notion that unit 
transactions costs are nonincreasing as weight or price increase (i.e., as r increases) and that 
unit volumes decrease as r increases. 

3. H-fr. P : R) ♦ rL.(r. P : N) is positive and decreasing in r: Incumbent profits for any 
service when offered as a monopoly service presumably are greater than when the same 
service is offered in the non-reserved, competitive sector. The consequences of opening 
traditional letter mail (i.e., when r is small) to unreserved competition would presumably lead 
to greater losses in profits through cream-skimming and the like than the lower profit margin 
and lower volume sectors associated with larger r. 

Under assumptions 1-3 above, we can graph the likely behavior of the FOC 
determining the optimal size of the reserved sector as shown in Figure 1 below. There we 
show three curves, building successively on each other. The lowest curve, AW, is the 
difference W(r, P; R) - W(r, P; N), which is assumed to decrease as r increases. The next is 
the sum of the first curve and TC(r, P; N), the latter of which is expected to decline as r 
increases. The highest is the sum of all terms in (18), which given our assumptions must 
also decline. The optimal scope of the reserved area is where the FOC is stationary, the point 
r* in Figure 1. As expected, as transactions costs increase, r* will move to the right, i.e. the 
reserved area will increase, since increases in TC will move the sum of all terms in (18) up 
and to the right. For analogous reasons, as the profit constraint becomes more binding, i.e. 
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as X increases because Hq in (3) increases or because F increases, the scope of the reserved 
area will increase. On the other hand, if the welfare gains from expanding competition 
increase, then r* will decrease because W(r, P; R) - W(r, P; N) would then decrease. 

It would be interesting, at least for some specific functional forms, to verify the 
reasonableness of the above arguments in more detail. Perhaps a more fruitful approach 
would be an empirical investigation, motivated by the above theoretical foundations, on the 
optimal scope of the reserved area. What can be noted on the basis of the above type of 
modeling is that the USO implies a number of conflicting tradeoffs for efficiency. These 
include foremost the following: 

The benefits of uniform pricing in decreased transactions costs and the welfare losses 
of uniform pricing through distortions between prices and marginal costs. 

The benefits provided by the rough-and-ready consumer protection, peirticularly to 
high cost routes, implied by the uniform pricing versus the efficiency losses resulting 
from cross subsidy 

The benefits of competition, both static and dynamic, and the necessity to provide the 
incumbent with the opportunity to earn sufficient revenues for breakeven operations, 
particularly in the face of uniform pricing and ubiquity constraints under the USO. 

The benefits of a larger reserved area on increased scope of Ramsey pricing versus 
the cost of competitive benefits foregone. 

As required surplus for the incumbent increases, all of the above tradeoffs are 
exacerbated, and the required reserved area in particular must be increased. 

4. Some Research and Policy Implications 


The USO is currently the subject of considerable concern. At a time when postal 
service is facing increased competition from electronic communication it is also facing 
increased competition from other delivery service providers. This has taken the form of 
innovative courier service which employs advances in telecommunications and computers to 
provide a price system of tracking and tracing, as well as guaranteed on time delivery. 
Similar innovations have been applied to package service. Such innovations represent 
serious competition to the express and parcel services provided by incumbent postal services. 
With the growing strength of competitors has come demands for abolition or, at least, a 
drastic reduction in the postal monopoly. The USO could quite easily become a casualty of 
the process of liberalization unless it is placed on a much firmer footing. The firmer footing 
we propose is to develop a mechanism for defining an "efficient" USO, and we begun this 
process by developing the stylized model of Section 3. However, we see our efforts as a start 
in the process of defining the USO and developing an environment where competition can 
flourish according to a set of clear and well acrepted rules. 

In this section we examine some of the directions this approach to the USO might take 
and some of the implications it might have for the structure of postal service. Throughout 
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we maintain our position that the USO is to be funded through a postal monopoly and that 
this monopoly will be no larger than required to fund the USO. We leave it to others to 
consider alternative approaches that require e3q>hcit subsidies and taxes. For example, the 
USO might be funded by a tax on all postal and delivery service. We do not expect that such 
an idea is politically feasible in the current environment or likely to be very ef&dent. All 
kinds of small operators of cream-skimming local services would probably find it relatively 
easy to evade the tax. Collecting the tax might also be costly. However, supporters of such 
an explicit tax-subsidy approach might find our transactions cost approach a reasonable 
means of analyzing the problem. We will not consider this approach further but will now 
proceed to examine some of the implications of our approach. 

Our approach might be considered an early attempt to provide a more analytical 
basis than heretofore for determining the nature and extent of the USO and its impled 
monopoly protection or reserved area. While our approach to modeling the USO does not 
take into account all of the tradeoffs between benefits and costs it does provide a means of 
determining the extent of the USO, which has previously not been examined. At a time when 
the future of the USO is uncertain because of changes in the postal monopoly in several 
countries it is important to have a basis for determining the USO and the resultant monopoly 
protection. Current developments in the U.S. provide a case in point. Under H.R. 3717 
there is a proposal to reduce the monopoly limit in the US to $2.00 from the current $3.00 
or twice the first-class postage whichever is greater. The drafters of H.K. 3717 argue that, 
since it represents 80% of the Postal Service's revenue the proposed $2.00 limit will "ensiure 
that the Postal Service is provided sufficient revenue to carry out its statutory mandate to 
American public. The approach of H.R. 3717 is certainly correct to be concerned with the 
effect on revenue of changing the monopoly limits, but this is only part of the problem. By 
considering not only the revenue consequences of a change in the monopoly limit but by 
attempting to determine the efficient size of the USO our approach breaks new ground and 
attempts to put changes in the monopoly limit on a much sounder footing. It is very 
important that changes in the monopoly be considered along with the USO if economic 
efficiency is to be attained and if a framework is to be developed in which both the incumbent 
postal services and competitors potentially can benefit. In the US our approach would likely 
result in a reduction of that monopoly limit if at the same time there is an attempt to define 
an efficient USO, as the USO would likely be reduced as well. However, our approach 
provides no basis, absent further analysis of the actual benefits and costs, for the figure of 
$2.00. There may be additional reasons for choosing $2.00 including the preference for a 
round number. Our approach, by focussing on some the tradeoffs involved would highlight 
the importance of the various residual issues involved in determining the nature and extent 
of USO. 

The USO is a very timely issue given the competitive changes facing postal service 
worldwide. If there is to be a USO there has to be some guaranteed monopoly or some form 
of explicit subsidy. While our approach supports the continuation of a USO supported by 
monopoly protection its likely practical impact is a modified and probably reduced USO and 
correspondingly reduced reserved area, at least in come countries. Our approach is part of 


The Bill also offers some increased commercial freedoms to the Postal Service, 
which presumably are taken into account in proposing the $2.00 limit. 
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a debate and re-thinking of universal service which is currently taking place. It is certainly 
not the last word. A number of other issues should be considered in the context of the 
optimal design of the USO, some of which we outline below. 

Traditionally, incumbent postal operators have provided a somewhat reduced level of 
service to outlying areas. Our approach would call for a further re-examination of the role 
of service standards in defining the optimal USO. For example, outlying areas might receive 
service three days a week instead of the typical five or six currently. In other areas Saturday 
service might be eliminated. In the U.K. twice daily deliv^es might be eliminated in most 
areas. Another variable to consider might be slower delivery. For example, in the case of 
First Class post in the U.K., instead of providing service on the n^t business day, First-Class 
service would be redefined for outlying areas to mean service on the second business day. 
Currently, reliability tends to be lower to outlying areas. This would also be part of the 
service dimension. Reducing the standard of service might be considered an alternative to 
further reduction in reliability. 

Enabling competition to foster while preserving a USO requires that the monopoly 
limit be defined very carefully, as we have argued above. Indeed, the definition of the 
monopoly is likely to be more complicated than the approach we and others have employed, 
which is one-dimensional. The monopoly is defined in terms of one dimension, usually a 
monetary limit. Under competition it is likely that at least a two-dimensional approach 
would be required. The monopoly, for example, might be defined not simply as a monetary 
or weight limit but as a monopoly in local delivery and a monetary limit for traditional end- 
to-end service. This kind of approach would have a number of advantages from the point of 
view of encouraging effective competition and providing opportunities for incumbent postal 
services not only to compete vigorously but also to share in the growth of iheir competitors. 
It would also provide a means potentially of lowering the cost of the USO. 

Under a scheme which guaranteed a postal service a monopoly on local delivery^® in 
addition to traditional end-to-end service if monopoly were defined in terms of weight the 
system would imply different monetary values of the monopoly for the two types of service, 
since local delivery would be cheaper than end-to-end service. Under a monetary-limit 
approach the end-to-end weight would have to be less than the local delivery weight if the 
same monetary limit were set. Neither of these problems seem significant. Defining the 
monopoly is slightly more complicated as it has two dimensions to it, - end-to-end service and 
access to the local delivery network (access). 

One advantage of defining the monopoly in two dimensions is that it recognizes the 
inherent natural monopoly in local delivery and it allows competition in all the other 
functions of postal service. In addition, it provides a clear statement of tiie limits of the 


It could also be defined in terms of weight. However, defining the limit in terms of 
both weight and price would not add a dimension, since one is price and the other is 
quantity! 

Local delivery would be a bulk or wholesale service e.g. downstream access on the 
part of other carriers and bulk mailers. 
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monopoly and virtually eliminates the possibility of inefficient entry or cream-skimming from 
higher cost entrants. For example, entrants who provide delivery within a restricted low cost 
area are able to undercut the incumbent’s end-to-end price but are unlikely to be able to 
undercut the incumbent’s access price to the local delivery network. Of course, even if the 
entrant were able to provide end-to-end restricted local service at a lower price than the 
incumbent he would not be allowed to as this would be in breach of the monopoly.^® 

Emphasizing the local delivery monopoly makes for a smaller reserved area in end-to- 
end service more feasible, thus opening up the benefits of competition. The monopoly in local 
delivery combined with increased competition elsewhere is likely to foster increased demand 
for local delivery service,^’ providing the incumbent with an increased contribution from 
local delivery that can help finance the cost of the USO. 

Focussing on local delivery is likely to sharpen up the kind of costs analysis that will 
make for a better understanding of how the costs of the USO arise and, ultimately, how to 
calculate them more accurately. This, in turn, may lead to more efficient prices, thereby 
reducing the extent of the reserved area. One example of how more efficient prices may 
result from the unbundling of the local delivery monopoly arises from the opportunity that 
unbundling would provide to offer different prices for local delivery in different areas. For 
example, delivery networks might be classified according to cost categories - High, Medium, 
Low - and access prices would be set accordingly.'® While this would increase transactions 
costs the impact would likely be small because local delivery would be a wholesale service not 
available to single piece mailers. A further advantage of this approach would be that the 
prices charged for local delivery did not cross subsidize one another to any great extent. They 
could still include some contribution to the total USO. For example, local delivery prices 
could be marked up using the Ramsey rule to contribute to cover fixed costs including the 
cost of the USO. 

Explicitly incorporating the local deliveiy monopoly into our model for determining the 
optimal USO and its funding goes well beyond the scope of this paper. For the moment, it 
will remain a topic for future consideration. Explicitly defining the local delivery monopoly 
has several advantages. It adds greatly to a better understanding of how costa arise in 
postal service and therefore to how optimal prices and the USO should be set. In addition, 
it makes (cream-skiniming) entry by higher cost firms much more difficult which, in turn, 
makes the funding of the USO more secure. 


It may be unnecesseuy to define the monopoly in terms of local delivery if, indeed, 
the incumbent has a true (or sustainable) natural monopoly. However, in the absence of 
information on this we err on the side of caution by defining the monopoly to include 
access. 


While there are some obvious difference, and while technological change is very 
rapid in telecommunications, a large increase in the demand for access followed the 
opening up of long distance service to competition. 

It is beyond the scope of this paper to go into the details of how prices would be set. 
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5. Concluding Comments 

With the desire on the part of governments and with advances in other communications 
technologies postal service will be forced to become more efficient. This implies that 
universal service obligations will have to be reconsidered and in many cases the USO’s will 
have to be reduced or modified. In this paper we have attempted to show how an efficient 
USO might be determined. The government would implicitly be required to determine the 
value of the transactions costs in arriving at the optimal USO. This approach differs from 
existing approaches in that it explicitly focusses on the relevant quantities for decision 
making. It would also be attractive in terms of its ability to offer legitimation of the 
monopoly. The monopoly would be driven explicitly by the USO and would be no larger than 
needed to cover the costs of the USO. To make this approach to the USO effective other 
changes, for example, the explicit monopoly in local delivery, and regulatory changes to 
encourage efficiency would be required. Perhaps, these would be the subject of farther 
research papers and policy papers. 
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Figure 1 . Determining the Scope of the Researved Aea 
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Mr. McHugh. As a politician now for longer that I care to admit, 
I have heard a lot of jokes about politicians. One of the first jokes 
I heard about nonpoliticians, the old joke about if you took all the 
economists in the world and laid them end to end, they wouldn’t 
reach a conclusion, ha, ha, ha. Whoever had first said that had 
never had an opportunity to talk to you gentlemen, because you ob- 
viously have some very strongly held opinions, and I say that with 
admiration. And we have gotten some very clear differences, and 
that’s important to us. If it were not, we would have stacked this 
panel one way or another. Some thought we were attempting to do 
that, but through collegiality we avoided that today, and I thank 
you again. 

I would nofe before we lower the gavel that our next hearing will 
be with the Postmaster General, a rescheduling, for next Thursday, 
a week from this coming Thursday, on April 24th, at 1 p.m., cur- 
rently scheduled for room 2247 in the Rayburn House Office Build- 
ing. 

With that, thauik you all for being here. The committee is ad- 
journed. 

[Whereupon, at 12:17 p.m., the subcommittee was adjourned.] 

[Additional information submitted for the hearing record follows:] 
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Statement of Dr. Laurits R. Christensen 
Chairman 

Laurits R. Christensen Associates, Inc. 

I wish to thank Congressman McHugh and the Subcommittee on the 
Postal Service for providing me the opportunity to state my views on H.R. 
22. I am a professional economist with a Ph. D. from the University of 
California at Berkeley. I served as Professor of Economics at the University 
of Wisconsin for twenty years, specializing in productivity theory and 
measurement. My firm, Christensen Associates, has provided consulting 
services to the Postal Service for the past fifteen years. One of my principal 
activities for the past fifteen years has been formulating and Implementing 
incentive regulation plans, such as the one embodied in H.R. 22, for the 
U.S. railroad, telecommunications, and electric utility industries. My views 
on H.R. 22 reflect my knowledge gained from all of the above experiences. 
See my attached bio for further information on my education and 
employment experience. 

Price Cap regulation has been successfully implemented in the U.S. 
railroad and telecommunications industries, and it can be successfully 
applied to the U.S. Postal Service. In order to achieve success, however, 
the Price Cap plan must be carefully crafted to reflect the Postal Service's 
unique characteristics. 

The Price Cap formula contained in H.R. 22 is quite similar to that 
employed in the U.S. telecommunications industry. It has been called a 
"GOPPI-X" formula, since it allows rate increases to equal the increase in 
overall inflation, as measured by the Gross Domestic Product Price Index, 
less a productivity offset, or X factor. (H.R. 22 refers to the X factor as an 
adjustment factor, but It plays exactly the same role as the productivity 
offset in the telephone Price Cap plans.) While this formula is appropriate 
for the telecommunications industry, it could create severe financial 
problems if applied to the Postal Service. 

A primary reason that financial problems could arise is that the Postal 
Service is a much more labor intensive organization than the 
telecommunications industry. Approximately 80 percent of Postal Service 
costs are labor compensation (wages and benefits of Postal Service 
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employees), but only 25 percent of telecommunications industry costs are 
labor related. Historically, labor compensation in the U.S. economy has 
grown more rapidly than general inflation, and therefore the GDPPI 
understates the inflation in input prices faced by the Postal Service. 

Chart 1 demonstrates how labor compensation has grown more 
rapidly than general inflation. Here I compare the GDPPI with the 
comprehensive measure of labor compensation published by the U.S. Bureau 
of Labor Statistics: the Total Compensation Employment Cost Index (ECl). 
Between 1985 and 1996, the ECl increased by 52 percent while the GDPPI 
increased 40 percent. 

A properly crafted Postal Service Price Cap index should include an 
inflation index (called an input Price index) that reflects this reality. This 
can be accomplished by using the ECl as a primary index and GDPPI as a 
secondary index. Specifically, the ECl should be given a weight of 80 
percent and the GDPPI a weight of 20 percent in computing the change in 
the Input Price Index, to recognize the fact that 80 percent of Postal Service 
costs are labor related. 

The second feature of a properly crafted price cap plan is the 
specification of an appropriate productivity offset, or X factor. Here I have 
two areas of concern regarding H.R. 22. First, H.R. 22 gives a list of six 
diverse factors to be used in determining the X factor: value of the product 
to the sender, cost to the Postal Service, productivity, revenue, level of 
service, and other 'mutually agreed upon" considerations. Second, H.R. 22 
states that separate X factors should be determined for single piece First- 
Class mail, bulk First-Class mail. Periodicals, and Standard mail. I believe 
that the language of the bill will lead to extensive administrative 
proceedings, where the X factors will ultimately be based on political 
concerns instead of sound economics. 


An appropriate Price Cap Index should mimic price formation in 
competitive markets. In competitive markets total factor productivity links 
inflation in output prices to inflation in input prices. Therefore the X factor 
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should be based on a reasonable total factor productivity target for the 
Postal Service. I believe that private nonfarm business total factor 
productivity, as published by the Bureau of Labor Statistics, provides such a 
target. By explicitly basing the X factor on private nonfarm business total 
factor productivity, the regulatory process would be streamlined and made 
fairer. 

The Postal Service Price Cap Index should have a third element, 
which is missing from H.R. 22. Namely, it should include a factor for 
significant changes in costs outside the control of the Postal Service. Such 
a factor, called a Z factor, is present in the telephone Price Cap plans. The 
Z factor would allow the Postal Service to adjust rates for significant 
changes in tax laws, accounting regulations, regulatory policies, and 
government appropriations and assessments. 

Rather than basing the Price Cap Index on a GDPPI-X formula, with 
the ground rules for determining X vaguely stated, I believe that the Postal 
Service Price Cap Index (PCI) should have the following elements; an Input 
Price Index composed of the ECl (with an 80 percent weight) and GDPPI 
(with 20 percent weight), a productivity offset based on private nonfarm 
business total factor productivity, and a Z factor for events outside the 
control of the Postal Service. Based on an analysis which I describe below, 

I conclude that the Postal Service Price Cap Index I describe is fairer than 
the GDPPI-X formula. 

Chart 2 compares the Postal Service PCI with the GDPPI for the years 
1985-1996. The chart shows that the GDPPI-X formula presents a 
substantially tighter cap than the Postal Service PCI, even if the X factor is 
set to zero. The chart also shows GDPPl-X where X is set to 0.5%. One 
can also calculate the gains and losses that the Postal Service would have 
faced historically under these three alternative formulas. The result of such 
an analysis is presented in Table 1. Over the 1985-1996 period, the Postal 
Service PCI would have allowed the Postal Service to essentially break even. 
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GDPPI would have resulted in losses amounting to $7 billion. Including an X 
factor of 0.5% to the GDPPI would have led to $21 billion in losses. 

Without changes in the Price Cap formula, it is likely that H.R. 22 
would lead to large financial losses for the Postal Service, and Price Cap 
regulation would eventually have to be abandoned. It is my 
recommendation that the formula be corrected to prevent this outcome. 

There are a few other Issues relating to H.R. 22 that I would also like 
to address. The first issue Is the application of the Price Cap Index. H.R. 

22 applies the Price Cap Index at the 'further subordinate unit" level. 
Furthermore H.R. 22 defines a "competitive category" of services for which 
prices are not regulated by the Price Cap Index. Rather, a price floor is 
established, based on attributable cost plus a "reasonable" contribution to 
common costs. Applying the Price Cap Index at the further subordinate unit 
level and requiring products in the competitive services group to make a 
reasonable contribution to common costs represent a continuation of cost of 
service regulation. 

There is no compelling reason for special treatment of the services 
found in the competitive group. The mission of the Postal Service has been 
to provide universal service at reasonable cost. Private carriers, however, 
have entered markets that had been served exclusively by the Postal 
Service. To the extent that the private carriers succeed in winning low-cost 
customers ("cream skimming"), the Postal Service's job of maintaining 
universal service for the remaining customers is made more difficult. While 
the Price Cap plan should include rules that prevent the Postal Service from 
pricing any products below incremental cost, there is no reason to provide 
additional protection to the Postal Service's competitors. Therefore, I 
believe that the services in H.R. 22's competitive category, except for 
international mail, should be regulated by the Price Cap Index, just as the 
other prices are. International mail has already been deregulated; and it 
would be a regressive step to re-reguiate it. 
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I also believe that the Price Cap Index should be applied at the basket 
level, not the further subordinate unit level. I also believe that it would be 
appropriate to have only three baskets: single piece First-Class mall, 
Periodicals, and other mail (excluding international). I see no compelling 
reason to distinguish bulk First-Class mail from Standard mail; many Postal 
Service customers use both of these types of mail. Within each of the 
baskets, I believe side conditions could be established on individual rates, in 
order that no individual mailer would experience large rate increases. This 
approach is similar to that employed in the telephone Price Cap plans. For 
example, the AT&T plan had only three baskets (residential service, 
business service, and "800" service) with the Price Cap Index applied at the 
basket level. Side conditions, called pricing bands, further limited price 
Increases for individual rates. 

By applying the Price Cap Index at the basket level, the Price Cap plan 
allows for the pricing flexibility needed to respond to changing market 
conditions. The side conditions protect customers from the possibility of 
"price gouging." Furthermore, by requiring that the prices of all services 
cover their incremental cost, the Price Cap plan would protect against cross- 
subsidization. Such a Price Cap plan addresses the pricing issues that need 
to be addressed; additional rate regulation would be counter-productive. 

Another issue is the increased regulatory oversight given to the Postal 
Rate Commission and the removal of antitrust immunity under H.R. 22. The 
Postal Service Board of Governors plays a significantly different role than 
the Board of Directors in a private corporation. The Board of Governors is 
appointed by the President of the United States and has the responsibility to 
provide affordable and effective universal service while maintaining a 
financially viable Postal Service. Given the Board's responsibilities to 
provide for the public interest, the level of oversight appropriate for a private 
utility does not seem appropriate for the Postal Service. The current 
regulatory oversight exercised by the Postal Rate Commission and the 
authority of the new, independent Inspector General should suffice. 
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Increased regulatory oversight by the Postal Rate Commission and antitrust 
oversight by the Department of Justice and Federal Trade Commission is 
unwarranted. Furthermore, fear of personal liability under the antitrust laws 
may discourage qualified individuals from accepting appointment to the 
Board. 

One area of oversight that H.R. 22 transfers to the Postal Rate 
Commission concerns service. There is no apparent reason why this 
transfer of authority is necessary. Moving to Price Cap regulation does not 
imply that the Postal Service will reduce service. The Postal Service will 
need to focus on maintaining customer satisfaction under Price Caps, or it 
will risk losing its customers to other forms of communication. If additional 
monitoring of service is inevitable, care must be taken that the measures of 
service used correspond with the market demand for service. For example, 
if Standard mail customers desire reliable service rather than speed, the 
service measure for Standard mail must be based on reliability. 

I have identified areas of H.R. 22 that I feel must be revised for Price 
Cap regulation to succeed for the Postal Service. If these changes are 
made, I believe that the viability of the Postal Service will be enhanced, and 
that Postal customers, Postal employees, and the American public will all 
benefit. 
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Table 1 

Gains and Losses from Different Price Cap Formulas 
Price Cap Plan Begins in 1985 and Runs through 1996 
(millions of dollars) 


Price Cap Plan Based on: 


Year 

PCI 

GDPPl 

GDPPI-0.5% 

1986 

622 

517 

369 

1987 

668 

809 

496 

1988 

(405) 

(203) 

(684) 

1989 

(742) 

(662) 

(1.364) 

1990 

275 

67 

(882) 

1991 

(546) 

(975) 

(2,143) 

1992 

(2,099) 

(2,868) 

(4,261) 

1993 

(660) 

(1,865) 

(3,635) 

1994 

1,097 

(477) 

(2,580) 

1995 

1,085 

(555) 

(2,961) 

1996 

678 

(967) 

(3.707) 

1986-1996 

(27) 

(7,177) 

(21,352) 
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Comments of John C. Panzer on H.R. 22 (Postal 
Reform Act of 1997) 

Introduction and summary 

The puipose of this testimony is to present my views on the strengths and 
weaknesses of the price cap regime proposed in H.R. 22. The views expressed are my 
own aixl do not necessarily reflect those of Northwestern University, the Law and 
Economics Consulting Group, or the United States Postal Service. Before getting into the 
details of the proposed price cap plan itself, it is important to have a clear idea of how the 
public interest might be served by a regulatory reform initiative of this type. 

It is possible, but unlikely, that incentive regulation may transform the Postal 
Service into behaving like a profit-seeking entity. Given the Postal Service’s current status 
as a public enterprise, the objectives pursued via the introduction of price caps or other 
forms of incentive regulation are fundamentally different than in the case of privately 
owned utilities. Those fimis could be expected to act upon the efficiency incentives 
provided by price cap regulation because they provided a means of earning mote profit for 
their shareholders. Such high-powered incentives are not present here, despite the Bill’s 
provisions for profit-based bonuses. However, attother characteristic of price cap 
regulation is enhanced pricing flexibility, and a move in that direction can be of immediate 
and significant benefit Based on my experience with posud issues and discussions with 
Postal Service pricing and costing personnel, die primary motivating factor behind Postal 
Service {nicing and costing decisions is quite simple to state; to support postal rates which 
maximize the Postal Service’s ability to obtain (and retain) mail volumes for which it is the 
least cost provider. I believe this objective is in the Public Interest, and I believe that a 
move to appropriately designed price cap regulation can further this objective. 
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Thus my focus is somewhat different than most analysts of price cap regimes, who 
tend to focus on the role of price caps in providing incentives to reduce costs and improve 
productivity. The public enterprise nature of the Postal Service raises important questions 
about the applicability of this efficiency argument Nonetheless, property designed price 
cap regulation can help the Postal Service meet the competitive challenges which lie ahead. 

Key attributes of any price cap reguiatory scheme 

There are many “necessary details” involved in any qrecific price cap proposal. 
While many seemingly “minor'* provisions may nun out to be very impeutant in practice, 
here I shall explicitly discuss only the general characteristics of the Bill’s proposals and 
how they facilitate or inhibit the achievement of the objective discussed above. These key 
provisions include the construction of the cap itself through the design of the inflatioa index 
and adjustmtsit (X) factor, the amount of pricing flexibility available to the finn under the 
cap; and the plan’s treatment of new products and services. 

77m Inflation Indax and tha X factor 

“No price caq> plan can be any better than its X factor (and inflation index).'’ This 

statement, obvious but important, is e^iecially relevant to the triplication of any price ctqt 
scheme to the Postal Service. If the X factor is too high, the &ia is doomed regardless of 
die oppomnities provided by an otherwise magnificent plan. The labor intensive nature of 
postal operations virtually ensures that any X factor combined with a genentl inflation type 
index such as the CPI or GDPPl must be negative. That is, it is unrealistic to expect labor 
intensive opctaiians to achieve productivity incieases as good as, let alone in excess of, the 
economy-wide growth in productivi^. Ofcourse a negative XfiKter would be politically 
difficult to build into the plan. 
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A poteadal solution to this dilemma is to use an index of labw costs. By 
determining the amount of the year to year increase in the cap using a labor cost index, this 
approach makes possible a non negative X factor as an incentive device. In order to 
understand the issues here, it is necessary to recall the basic tensions that must be balanced. 
One of the major objectives of price cap regulation is to “uncouple” the film’s rates fiom its 
costs. At one extreme, an index (such as the GDPPI) that is totally beyond the firm’s 
control, accomplishes this goal However, to the extent that the cost of the firms inputs 
increase at a substantially different rate, the ceiling so calculated can become increasingly 
irrelevant, with adverse effects for either the viability of the firm or the control of excessive 
profits. On the other hand, budding into the index the level of inflation of the prices the 
firm acmally pays for its productive inputs avoids this problem, but gives the firm no 
incentive to engage in “hard bargaining” with its suppliers. The use of economy-wide 
labor indices would seem to offer a good solution to this problem. 

Labor arbitration issues 

The binding labor arbitration process to which the Postal Service is subject places it 
in a unique position compared to other price cap regulated enterprises. It seems to me that 
the ability of price cap regulation to increase postal efficiency depends to a large degree on 
its impact on the arlxtiatioa process. This impact may, in turn, be determined by the form 
taken by the price cap index. For exanqtle, suppose tiiat die arbitrator’s wage decisioa 
does not depend upon postal profitability, productivity, etc. In that case, it would be an 
exogenous factor which could be used in calculating the index used to determine the postal 
pricecap. This would solve, some of the problems posed by the labor intensive nature of 
postal tolerations by, in effect, “passing through” wage increases to mailers; albeit at the 
cost o( reduced opportunities for cost reductions. However, would the arbitrator really 
ignore the pass-through nature of die price cap index, or would be or she view this as an 
ofoiortoni^ to be “generous” to labor without undermining the viability of the firm? 
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Alternatively, suppose acmal postal wage inctease played no role in derormining the 
postal rate cap. Would this cause the arbitrator to “think twice" before granting wage 
increases which might threaten the financial viability of the Postal Service? These are 
inqxxnmt questions which must be addressed. 

Pricing flexibility 

As I explained above, I view greater flexibility to meet con^titive challenges as the 
principle benefit of a move toward price cap regulation. Unfortunately, H.R. 22 provides 
only part of the flexibility possible under price cap regulation. 

Frequency of rate adjustment 

The BUI limits rate adjustments to once per year. This is much too inflexibte. The 
Postal Service should be &ee to re-adjust competitive/non dominant rates at wy time. I see 
no reason to limit monopoly/dominant rate adjustments to once a year, but would not object 
strongly to this provision, especially if the Postal Service could lower those rates at any 
time. However, a great deal of the benefits of flexibility are lost if the rates of competitive 
services can also be adjusted only once a year. Similarly, the filing, notification, and other 
provisions which are applied to monopoly services should not be ^lied to competitive 
services. Indeed, such requirements tend to impede market competition, not to enhaixte it 

Service categories (baskets) 

Moe cap plans vary greatly in the amount of inteiservice pricing flexibUity ofFered, 
&om plans whicb cap each and every price ro those whicb limit price increases only “on 
average.” In practice, the distance from one extreme to die otiter is determined by the 
number of product categtxies, or baskets, provided for in the plan. If the number of 
baskets equals the number of products, there is no pricing flexibility. If there is only one 
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basket, only average prices are capped. The plan in the current version of H.R. 22 strikes 
me as having too many baskets, leaving the Postal Service with too little flexibility to raise 
some prices aixl lower others as market conditions might dictate. 

Side conditions (bands) 

Some mail services are more (wlitically sensitive than others. The H.R. 22 
proposal attempts to deal with this issue by introducing separate X factors to go with 
narrow baskets. In the absence of convincing evidence of significant differences in 
productivity improvements across baskets, I can think of no good economic reasons why 
more than one X factor should be used. It would seem to recreate opportunities for 
wasteful lobbying before the PRC by various groups of mailers seeking a relatively high X 
factor for the basket of services they purchase. Legitimate Public Interest concerns can be 
accommodated by means of side condidons (bands) placed on individual rates. The trick is 
to determine which types of bands make sense. For example, it might be quite reasonable 
to agree to a condition that the rate on First Class single piece letters would go up by no 
more than the CPL On the other hand, a side condidon that the rate on a particular type of 
bulk mail cannot be decreased in real terms should be unacceptaUe. One example of (what 
amount to) inappropriate side condidons are the provisions of the Bill (3772(a)] which 
seems to limit the rate increases on any individual product to no more than the overall 
maximum for the basket If no rate can go up by more than the maximum, there is no room 
for any rate to go up by less than the maximum either. Thus, with a binding price cap 
constraint intetservice pricing flexibility would be elitninaied by this ptovisioo. 

Volume discounts 

Enhancing the ability of the Postal Service to offer vtdume discounts is a primary 
attracdon of price c^ regulatioiL While there is no necessary connecdon between the two, 
volume discounts mesh veiy wen with die spirit of price ctqts. Since vtdume discounts are 
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price decreases, their introduction into any otherwise lawful rate sttucture could not cause 
average rates to exceed their cap, and they should be presumed lawful, as long as the 
original rate remains available to small consumers. (There are andmist issues that may 
arise if it can be demonstrated that volume discounts damage canpedtion by favoring large 
businesses relative to their smaller competitcas.) 

Negotiated contract rates 

The ability to negotiate contract rates with large mailers would greatly impiove the 
competitive position of the Postal Service. While there is no necessary connection between 
this freedcMB and price cap regulation, one facilitates the other. One of the primary 
objections to negotiated rates under cost of service regulation is that the reduction in 
contribution of such favored large users must be made up by small users. Price cap 
regulation eliminates this concern. If the Postal Service can offer General Momrs a 
negotiated rate under price cap regulation, it does so knowing that the temis of that 
agreement will not affect the rates it can charge to individual mailen. The only restriction 
on such contracts should be that they are remunerative: i.e., that they cover their 
incremental costs. 

Price floors 

Price floors are introduced into price cap plans to protect competim, not 
consumers. Theii^o(e,dieir only tegitimatende is to ensure that the prices charged are not 
piedaioiy. IMthout getting into detailed discussion of antitrust tbeoiy and practice, suffix 
it to say dial any prices at least as large as average incremental costs cannot be predatory. 
Hie prt^iosed BilTs provisions are seriously flawed in this regard. Its requimiRit at a 
price floor attributable cost |dus reasonable contribution is a lec^ie for ifisaster. hi my 
experience, what the Postal Service terms “unit volume variable costs” are designed to 
i^ipioximw economic marginal costs. Thus unit volume vatiabie costs, as odcnlated by 
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the Postal Service, yvithoui any a dded "reason able contribution'' should be the presumptive 
price floors for Competitive services. If such prices ate expected to persist for a significam 
period of tune, they should be examined to ensure that the entire incremental costs of the 
services in question are covered. (Any divergence between marginal costs and average 
mcremental costs is likely to be snail in practice.) 

A statutory lequitetnent that the price floors applied to Compediive Postal Service 
products contain a “reasonable contribution to all other costs of the Postal Service" is 
misguided and andcompetidve. It would set the stage for continued adversary proceedings 
over cosdng such as those that currently plague the PRC. 

Now products 

Wee cap leguladon is particularly well suited to encourage the efficient innoduedon 
of new products and services. There are two primary reasons for this. First, as explained 
above, the separation of rates flom costs eliminates any incentive to cross subsidize die 
new products with revenues from monopoly products. Second, the indices typically used 
in calculating price caps automatically facilitate the introduction of new products. The 
weights in these calculation of average prices are usually the quantities of the previous year. 
Thus, the price of a new product which had no sales die previous year does not count when 
determining the cap. The firm gets to keep the profits the first year, (jonsumeis are new 
harmed if all other products lecoain available. Thus I enthusiastically support the Bill’s 
provision foe the Postal Service to undertake market tests of experimental products and 
services. However, 1 cannot comment on the ^ropriateness of the $100 nuUkM revenue 
limit t<x such tests. 
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Conclusion 

The PtMtal Refom Act of 1997 contains many provisions which may prove useful 
in inqsroving the efficiency of the nations postal and delivery netwoiits, bc^ public and 
private. I see these benefits coming primarily &oma stream-lining of the rate-making 
process which will enable the Postal Service to successhiUy, but fairiy, cotnpem for those 
mail vdutnes that it can cany most efficiently. The Bill’s provisions regarding volume 
discounts, negotiated rates, and new services are especially appealing in tlus regaid. 
However, other provisions of the Bill such as narrow baskets, attributable cost price 
floors, and annual rate adjustments, limit the ability of the Postal Service to compete fairly 
and effectively. 
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Statement of William J. Baumol to the Committee on Government Reform and Oversight, House 
of Representatives, Congress of the United States, for its April 16 hearing on the Postal Reform 
Act of 1997. 


Comments on the Price Cap Proposal for the U.S. Post Office: 

Promises and Avoidable Perils for the Public Interest 

William J. Baumol 

I am very grateful for the opportunity to present my analysis of the issues raised by the 
price cap proposal for the regulation of postage rates. First, to introduce myself, I should note 
that I am Director of the C. V. Starr Center for Applied Economics at New York University and 
professor emeritus at Princeton University. I have over three decades of experience on issues of 
rate regulation, having served as consultant to firms and regulatory agencies in the fields of 
railroading, telecommunications, electric power and postal services, among others. I have 
written a number of books and articles on the subject, including discussions of the price cap form 
of regulation, of which, it has been asserted, I may have been the inventor (in a 1 968 article). 

Hearings such as this are characterized by predictability of the contentions of the 
witnesses associated with the different interested parties. Thus, witnesses associated with 
competitors of the Postal Service can confidently be expected to advocate rules that impede 
reductions in the rates charged by the Postal Service, while witnesses from commercial mailer 
groups can be relied upon to take the other side. It is therefore important that I make clear my 
association with the U.S. Postal Service, for which ! have from time to time served as consultant, 
since this association may conceivably have colored my views. However, I think that the 
observations that follow are dispassionate and are intended to serve no vested interests other than 
what I believe to be the public interest. 

Given the fact that immunity from competition for the Postal Service grows increasingly 
elusive, even if it were considered desirable, the necessity of increased flexibility in decision 
making, with decreased delay in adaptation to rapidly evolving market conditions, grows ever 
more imperative. This is called for not only by the needs of the Service itself, that is, by the 
requirements for its continuing viability, but even more urgently by the public interest, which 
will be served poorly by ill-conceived restrictions that impede the workings of the organization 
and hamper its efficiency in serving the public’s requirements. 

The proposed changeover in postal regulation from the current arrangement to a price cap 
regime constitutes an opportunity to obtain the requisite increase in flexibility. In addition, price 
caps promise to provide some incentive for increases in efficiency, with savings for customers 
and rewards for good performance to Postal Service personnel. Though the price-cap mechanism 
was designed for the circumstances of a privately-owned, profit-seeking firm that is regulated to 
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prevent the exercise of market power, it is possible in principle to adapt the arrangement to the 
situation of an enterprise such as the Postal Service. Thus, though the price cap approach will 
probably match the needs of postal regulation rather imperfectly, the approach has considerable 
attraction in terms of its prospective contribution to the public interest. 

The matter is made urgent by the growing threat from electronic competition and rivalry 
from other sources. By the very nature of price caps, they should bring with them a considerable 
increase in freedom of decision making such as is now needed. 

Nevertheless, there is substantial danger that a price-cap arrangement, improperly 
designed, can cause more harm than benefit to the public interest and that of the Postal Service. 
In what follows, I discuss the pertinent issues in turn, describing what my experience on the 
subject suggests should be done and what must be avoided. 

1. Non Profit-Seeking Enterprise and the Incentives Provided by Price Caps 

Price caps provide efficiency incentives by automatically increasing the nrnfits of the 
regulated enterprise that succeeds in reducing its costs rapidly or in enhancing its sales volume 
through improvement in product quality. The obvious difficulty impeding use of this device in 
regulation of an organization such as the Postal Service is that the Service is not a profit-seeking 
firm. It is true that, if the price caps work as they should, through the resulting increase in 
efficiency the Service is likely to earn a surplus or reduce the prospect of a deficit, but who in the 
Service will treat this alone as an incentive for enhanced effort? 

Such incentives sau be offered by the legislation so long as it adopts a suitable provision 
for division of any surplus. Specifically, there are (at least) five possible uses to which any 
surplus can be put: I) incentive payments to management, 2) incentive payments to other 
employees, 3) debt reduction, 4) investment in plant and equipment to improve quality of service 
and 5) payment to the Federal Government. It is clear that such a system of payments can 
provide effective incentives, however imperfectly. It seems desirable that this be built into the 
legislation, with proportions among the five types of 'payment built into the rules in advance to 
prevent undermining by inappropriate regulatory intervention. It would be desirable for the 
legislation to determine the five target percentage figures for the apportionment of any surplus, 
with management given a range of discretion (say 5 percent deviation fi-om the legislated figure) 
for any payment except that going to itself. 

n. Determination of the Price-Cap Parameters: The Price Index and the X adjustment 

As is recognized by the framers of the proposed legislation, price caps are constituted by 
an automatically adjusted ceiling that constrains an average of the prices of some set of the 
services supplied by the regulated firni. The ceiling is adjusted automatically at preselected 
intervals. First, it is increased proportionately by some preselected measure of inflation in order 
to permit the regulated firm to make up for cost increases that are beyond its control and are 
attributable to inflation. Then that adjusted figure is readjusted by deduction of some percentage 
figure from the rate of inflation. That deduction number, often called “the X factor” is meant to 
correspond to past productivity growth in the industry, and is used to provide an incentive for the 
enterprise to do whatever it can to keep cost increases to a minimum by raising efficiency and 
productivity. Under this arrangement if the firm can cut its costs more than X percent in a year it 
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will be able to earn correspondingly higher profits as its reward. On the other hand, if its cost 
saving does not match the X percent target, the price ceiling, having been cut by X percent below 
the rate of inflation, will automatically penalize the enterprise financially by a similar amount. 
This, in brief, is the incentive structure buUt into the price cap mechanism and experience 
elsewhere indicates that it can be very effective. 

In telecommunications and other regulated arenas there has been a propensity to base the 
price-cap calculations on some widely-known price index such as the CPI. Use of such an index, 
however, poses an enormous peril for the Postal Service. Different sectors of the economy 
manifest persistent differences in their productivity growth rates. Services whose technology 
imposes a substantial handicraft component upon their supply process — a component very 
difficult to mechanize or automate - understandably having the record of slowest productivity 
increase. There is little prospect that any postal system, with its substantial handicraft 
component, such as house-to-house delivery of mail, that is not easily reducible, will ever be able 
to achieve productivity growth comparable to that in a service such as telecommunications with 
its predominantly electronic and automated technology. The result is that postal costs are forced 
to rise persistently and substantially more quickly than those of telecommunications . Unless the 
design of a price cap for the Postal Service is adapted to this inescapable difference, the Service 
is likely to find itself saddled with substantial and increasing financial difficulties that can only 
undermine viability of the service and cause deterioration in service quality. 

The appropriate way to deal with this seems to be adoption of a carefully tailored price 
index and an appropriate formula for the calculation of the X deduction that takes this difficulty 
into account. A postal service inflation index that is an average of the service’s cost components, 
with a relatively large weight assigned to labor cost, is a very promising approach to the matter. 
However, it should be recognized that even then for the Postal Service an X deduction very close 
to zero may he unavoidable . This is so because the handicraft nature of much of the activity of 
the service can prevent any substantial and cumulative productivity gains. 

In any event, before any particular price index or any particular procedure for calculation 
of X is finally adopted it is essential that the foimula be subjected to extensive and careful testing 
with the aid of past data, to determine what consequences the formula under consideration would 
have had if it had been used earlier, and what dangers it poses for the future. 


III. Built-in Pricing Flexibility to Avoid Undermining of the Price Cap 

Experience indicates that there are several ways in which the appearance of a price-cap 
arrangement can be maintained while its substance is gutted. One very important issue here is 
the pricing flexibility and speed of adaptability to evolving market conditions that a price-cap 
arrangement promises. Obviously, prices adopted by management should not be permitted to 
violate the price-cap ceiling or fail below the appropriate incremental cost floor. However, if 
every modification of a price proposed by management must be accompanied by full calculation 
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and documentation of the relevant costs 'and subject to challenge and extensive hearings before it 
can go into effect, the flexibility promised by the price caps will be nullified. 

It is therefore essential that the legislation explicitly provide that any proposed price 
change be presumed legal and go into effect without delay. It should, of course, be subject to 
challenge, but the burden of proof should be borne by the challenger (who should, however, be 
given access to the required Postal-Service data upon showing by the challenger that there is 
some substantial prior evidence for its claims). Those damaged by prices found to be illegal 
upon later challenge should of course be eligible for ex post compensation for the damage 
sustained. But such an arrangement does not curtail price-setting flexibility or speed of action by 
regulated firms. Instead, it subjects them only to the sort of oversight that applies to unregulated 
firms. 

IV. Preset Review Periods and Precluston of Undermining of the Price Caps 

Elsewhere, price caps have at least sometimes led to profound improvements in service 
quality and great reductions in costs, bringing substantial profits to the regulated firms as the 
reward for their exemplary performance. The rules for these price caps called for continuation of 
such profit opportunities for a specified inter-review period, typically four or five years. But in a 
number of previous cases, regulators, seeing the high profits earned by the firms as a result of 
exemplary efficiency performance, in effect have chosen to abrogate the price-cap compact, 
unilaterally reducing the price ceilings (usually through severe increases in the X figure) one or 
two years into the inter-review period. Such regulatory action in effect abandons the price cap 
for a traditional ceiling on the earnings of the regulated firm, thereby undermining the incentives 
for increased efficiency growth in the future and destroying any trust in future commitments by 
the regulator. 

To avoid this very common peril, it is essential that the length of the inter-review period 
be set in the legislation, and that the regulatory agency be given no discretion over it. 

IV. Size of the Baskets 

It is desirable for price-capping purposes that postal services be grouped into several 
large baskets, each basket (except the competitive basket) subject to its own overall price ceiling, 
that is, to a ceiling on the average price of the services it contains. Experience indicates that the 
basket approach is essential to provide the requisite pricing flexibility. I myself am inclined to 
favor three baskets: the competitive basket in which control of prices is left to market forces with 
only occasional regulatory review, the basket of monopoly services, and the transition basket 
including services facing growing competition, but for which the competition is deemed 
insufficient for complete and immediate deregulation. 

V. Introduction of New Services 

It is also essential that the legislation avoid any impediments to the introduction of new 


'Generally the appropriate cost figures are the supplier’s incremental or marginal costs, 
for reasons indicated by standard economic analysis. 
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services. Any new service introduced without elimination of another service should be left free 
from any price-cap ceiling for some predetermined period, say three years, and then assigned to 
one of the three baskets on the basis of evidence on the strength of the competition it faces. 

Even where services are introduced as substitutes for others that are then discontinued, 
launching of the new service should not be impeded or delayed. If the earlier substitute service is 
discontinued, the new service should simply be subjected to the same regulatory constraints that 
faced its predecessor. 

VI. Oversight Over Quality 

It may be thought that a price-cap arrangement’s incentive tor cost reduction also tempts 
the regulated firm to skimp on product quality. However, this is a misunderstanding, Price caps 
yield a substantia! surplus to the regulated enterprise only if the product is sufficiently attractive 
to customers to bring in a large volume of sales. In principle, price caps should be as effective as 
the unregulated competitive market in providing appropriate rewards for product quality. Indeed, 
by providing larger funds for improved plant and equipment, price caps may even further 
enhance service quality, 

I therefore recommend that regulators continue to monitor product quality, but that no 
special quality rules or incentives be built into the legislation unless experience proves them 
necessary, 

VH. Transition Arrangements 

It is not clear to me whether it is preferable to continue with current prices as the basis for 
inauguration of a price-cap arrangement or whether a large scale set of rate hearings promises a 
more appropriate starting point. 

On the other hand, I do recommend a review of the performance of the initial price cap 
rules and arrangements after some suitable interval, say, two years. It is very likely that some of 
the ex ante decisions will prove to be mistakes, and any egregious errors should be corrected by 
the regulatory agency at this initial review. It should not entail any fine tuning or changes in the 
underlying price-cap arrangements, but may call for changes such as revision of the price-index 
formula or the data it utilizes. 

IX. Concluding Comment 

The proposed legislation should clearly be viewed as a very promising opportunity for the 
Postal Service to adapt itself to the prospect of growing competition, to improve its financial 
position and to serve the public better. Yet the perils of a poorly designed price cap are 
enormous and great effort may be requited to avoid the pitfalls. The issues discussed here must 
be thought through carefully because they raise the possibility of serious impediments to the 
health of the postal system and the tvelfare of the general public. 
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Thank you for your letter of March 21 in^hting me to testify at the hearing on price cap 
regulation to be held by the subcommittee on the Postal Service on April 16 
Unfortunately, with the recent announcement of a General Election in Britain, the standard 
guidelines indicate that I should withdraw from making such public appearances during 
the election period. I therefore regret that I must decline your invitation. 

You may fmd it helpful to see a copy of the evidence that I gave very recently to the Trade 
and Industry Committee of the House of Commons on the question of price cap regulation, 
together with the Committee’s conclusions earlier this month. You will see that the 
Committee recommended that the use of RPl-1 incentive regulation should continue, and 
that regulators should continue to use RPI as a measure of inflation in the price control 
formula. [ hope this is helpful to you. 



PROFESSOR S C LITTLECHILD 
Director General of Electricity Supply 
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IfiNUTBS OF HVIDENCB TAlCEN BBPO« 


22 jMory 1997J 


fComtPiUtii 


thxt ttujrd cut coocenu NGCt proposal to construct new hifh vo!u^ traosmistioa Uaca n’oni Temtde 
throui^ the Vale of York. A protest group has fou^t the proposal at Public InquuhrkxK ao4 has also requested 
the DOES to intervene on the ipound that the National Grid Company la in breach of the Electricity Act and 
of iti trajnsmiasion Heextee in making these prop^als. The DOES has inveati|atad the complaint and 
published his finding that NGC is not in breach of the Act or its licence. The pressure group has sought 
judicialreYicwofsomeofihoae fiadymgs. The matmr wiU be beard Ity the Court ^ due cow. 

There is toher protection with respect to what« in this cootext. are the Important set of dedsi<»s» 

aam^toprc^Ktaeduingestotite&ceoce. The EKjBS does not have power to dictate any change to ^ec^kdty 
Section I ! of the Qeetrktty Act makes provision for Uoences issued untier the Act to be anmrdad 
on a proposal by d>e DOES with the agreement of the licensee, if the licensee <k)es not aoo^ the DOBS*t 
propo^ amendments, however, the OGES— if be stiB wishes to proceed with the amendments—may make 
a reference under Seccioa 12 to ttic MMC The MMC is required to specity in its report any effecta adverse 
to the puMic interest in the matters vtdiich the DOES has referred to h, and any licence moxtificatioas which 
they consider could remedy or prevent those effects. If the MMC report cotK^ea that any of the maiters 
specified in the referexKie operate, or may be expected to operate, against the public interest; and they spedty 
the adverse effects, and lioenoe modificatiotis by which the adverse effects could be rame^ed or prevented; 
then the IX7ES is required to make such llcesoe modificafioos as appear to him requisite mr pbrpose of 
nsOMfying or {Keventing those adverse effects. In doing so, he is reqinred h> have n^srd to die lienee 
modifi^tions tpec^itd by th« MMC in their report. 

The effect of these provisions of the Act b to give a Socnsce who does not acc^ proposals Ity the DOES 
for licence modifications the ability to argue its case to the MMC ie effectively a right of aiq^. For euin|;de. 
in October 1994 Scottish Hydro-Electrk rejected proposed amendments to the provisions its be^nce 
containing price controb on iU dbtribution and rujiqdy businesses. The DGES thereupon made a licence 
modification reference to the MMC and Scottish Hydi^Bkctric was able to present its argummts in detail 
to the MMC in the course of the inveatigatioiL 

T1»£ Etoctridty Act also contains protection for ocher parties who may be affected liceW modffications 
which the DGES proposes to make. Section 11(2) requires the DOES to advertise p r ^> oae d lice^ 
modifications before they are made; and to consider any representationi or olijeetions made to luzn. » b 
incumbent upon him to reconsider hb prop<»^ in the light of these lepiesentations or objections, and where 
apf^priate to modify his prc^iosals, as he did in the case ofhit proposed changes to the price controls on 
the distribution husmesses of the REO. Section 1 1(4) ^ves Che Sc^ttry of State a power to direct the DOES 
not to proceed with a proposed Ucenoe amendmenL He has not yet used this power, but it would be open to 
him to consider doing so in response, for example, to representatioos by parties who might be affected by the 
proposed changes. 


Q7. How ^teii*e has the RPt-X meehemism been in oehieviag Us t^Jectiwf What are the main athimtt^es 
and ditodvanjages af RF/> Y compared with other methods of price controJf 

In broad terms, RPi-X price controls fix the iev^l and path of average prices whidi the company may cha^ 
during the period of the price controt. They are typtodly set on the basis of an analysU of the costs whidr 
the company will need to incur, including both operating and capital costs, and the need to make a return to 
sharehokfers. To the extent that companies are able to reduce costs below the levels assumed when the price 
control was set. they are able, for the period of the price control, to retain the benefit RFI-X price controls 
therefore give mcentives to the companies to improve their dlBdeoty and reduce thdi coats. 

Under RF1>X controls, the benefits from improved e&eiency arc paasad on to eustomers in twovmys- First, 
vdien the it^gulator reviews the contrerf, be sets a new control taking account of ^fickmefes aheady thieved, 
and thereby pacing the fidure benefiu from these efficlendea to custCMnm. Second, where justified, dMt 
control m on an assumptkm that costs can be ftirther reduced during the period of die contaA. 
The |Mrc»pecth« benefits of this will therefore be built in to the prices charged under the oontroj. It has been 
calc^ted that, undei RPX*X controls, some 70 to 90 pec cent of the value of cost reductions ultima^y acoue 
to ewstomers. 

RPX-X price controls require the regulator to taken view about the future levd of costs which an eflkaent 
company might incur. It is possible that, in the event, a company might have higher or lower costs than the 
ixguU tor had assumeck and that it vrill incur losses or realise profits which are different from those antic^ated 
when the control was set. 

In the (dectrieity indurizy, RPI-X jajoe controls have been successful both in promoting tdBcaacy and in 
passing dui benefits of thex rffidcocies ou to customers in tiui fwm tow^ prioes. exam^^ the 

tiaiUBEoittioa business of the Natioimi Grid Coo^MUiy (NGC) cat operatiiy costs Ity 28 pr 

cent In real tenns between 1990-'9t and 1994-95. In dUstribufioii, the RBO on avmage have cut ^eratmg 
costs by approximatety ! 1 per cent in real terms over the same period. 
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22 Joititary J997J 


ICemOmttd 


The DGBS bat reviewed ail of the pm control on die c tec tt icit y comiMUBiet. With a «scep(ios (tibe 

price ^ntrol oa the tranimission business of ScoctishPower), hehu been abJe to controi. takto^ 

account of. among other tbings, both the eflIcieQcy j^tns wtudi the oompanics hi^ made and thoee which 
they might be expected to make m the new control period. For example, in hit reviews of the distributkta price 
controls of the RECs, be proposed real price reductions of between 20 and 30 per cent ov^ the first two yopa 
ofthe new control, fc^ov^ by an RPI-3 control for a further three yean. In Ui recent^ published propoMU 
for a new price control on (he transmission busincaa of NGC. he ^s fHraposed a real price redaction of 20 
per cent in 1997, fdlowed by RPl-4 for the following three yenra 
An alternative approach to price control whidt has been used m the United States it one eflfectivdy 

ohli^ the company to set and mviae Hs prices so as to achieve so more than a spedfied mte of return ms 
ite assets. ^>biems wiUs this a{^»oaeh include the reduced inoeBtlve to im|xrove e^fen^, die problems of 
specifying bow a rate of return to be calculated and of mooHorisg this rate of return, arid the imoeitrinty at 
to when the regulatory body (or die company) will initiate another rate review. 

A sliding scale price control has been suggested as an alternative lo either RP1*X or to rate of return 
regulation. There are many possible versions of this. A kvd and course of prices might be set for a oumber 
of years ahead, as with an RPl-X control. Ibe company would have to reduce its prices further if its profits 
rose above a certain level or would be able to raise {mcea if its prt^ts fell below a spedfied Icvd. t 
A sliding scale control would be Hkely to reduce the incentives on tbe company to improve ^GBckicy, aad 
may therefore be less efifecthe than an RFl-X cmttrol m securitig cost i^uctioos ar^ lower prices for 
customm. A sliding scale control would also be likely (o pose significant probleixui as to Ik»w *'piro'fit’* was 
to be defined, and would give companies incentives to manipulate profit so as to miHimiM or elimiaate any 
nquiremeot to reduce prices to customers. In the DGBS's view, RPI-X controls have s^tficant advantages 
over the alternatives as a means of regulating die core moaopoly activities erf* dectridty transmission and 
distribution. There is a case for considering alternatives akin to a sliding scale control in certain 
circumstances. He has, for oumple, proposed a form of a tlkSng scale control on NOC*s revetuih from 
transmission services. 


Who 4o you consider ymtrseif aecotmtoNe to and how do you coitfulr and inform relevant partietf Could 
iiccotmtahUity and transparency be Increased, for example tkrottgh wider %ae t^ptMk hearings or rtk^e detmled 
expianatiems of decisions^ 

The Ad provides for tbe independence of the DGES, in dxat it gives him specified respossibilitiei. funetioiis 
and duties which he alooe has to consider how to discharge and for whi(^ be alone ie hrid responsabk (see 
answer to Qt above). Tbe legislation relating to Regulators of etber utilities makes very similaLr provisioa. 
Tbe Regulators are nonethel^ accountable in a variety of ways to anumber of diflensnt persons and bodiet. 

The DOES is accountable to tbe Secretary of State, who appoinis him for a rruudmom period of five yean 
and may remove him on grounds of incapacity or misbduvioor. He is required onder Section 90 of the 
Electricity Act to prepare a report on his activities for tbe Secretary of State, which tbs Secretary of State is 
then required lo lay before Parliameat. The DOES* ability to grant licences is dependent on a gmeral 
suihori^ issued by the Secretuy of State. As noted in the answer to Questioo t above, the DOES* naroie 
of oeftain of hu more important powers under the Electricity Act, iodudiag bis power to make Ikeoee 
modificarioQS or a iioeiice modification reference to the MMC, axe subject to veto tbe Secretary of State. 

The DGES is accountable to Parliament, in that he be caDcd upon to ^ve evidence to and appear 
before Select Corrumittees. To date be has made five appearances before Select Committees, and has ipvai 
written evidence on anumber of other occasions. Foliowmg a rep o rt of a Sdcct Committee, he r^ics to thoee 
recoramendarions in dM report which are addressed to him. 

The DGES’s oflBoe is funded out of mooey provided by Paiiiamcni; the costs are recovered from the 
electrteity companies via licence fees. As the Accounting Officer he ts held lesponstfale for CMFFER'a 
expenditure in the taioe way as tbe Accouoting Officer of other departments. He is sol^ect to scrutiny the 
Comptrolter and Auditor General, aad idto ^ the ParJiaznentery Comnusskmer for Admintetraticm. The 
Comptrollu^ and AiteBfor Genera! has recently published a report on tbe activities of four of Urn RqpiJatoa 
including tbe DOES; and the Putrfic Acoouols OMnmittcc has adeed those Rc^lati^ to app^te before st 

Tbe DOES is accounubk to (be Courts, through the procees of Judicial Reriew, as regards the proper and 
lawful exerdse of his powers. As noted in the answer to Q6 above, flus process is an active one. 

The DGES is accountable in a more genera! sense to those who might be aflbeted by his dedetions. For 
example, as noted above, the provirioos of the Electricity Act ic«{uire him to publish propoMls and invite 
ropTcsentatioos, and to consider any representations or objections which are made to him, before making 
licence modificatiociB said when exerdsiog his enforcement powcis. 

It has been the DGES's pofi^ to consult widely on the main imues which fa& withki his respossffiliitfes, 
and to do so m advance of any fbnnal consultation period req«d under Uie Act fa most caM»t he ittuss 
ccmsultetion papers, which ex^ua the badeground to thebmesmvoived, tiiemainqMvtireia on whidi be 
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tlK iitrod^on <rf' cosipetitioa. OFF^ tt^d us dutt Hie Dinctdr Geoeisl of Blectficliy 
Supply where this is feasible coisiifen liua custoroers eie more effectively imKecied ly 
con^tition than diey are by regulatioa*:" and Ms Spoitlswoode said that, sioce she had 
come to OFGAS she had coticlud^ that 'competition is fu and away the best way of hclpiiig 
customers, both throuth standards of service and price'.** 

33. The official energy consumers’ lepresemativt gtovpt shared the regulators' optimism 
about conmctition as a means to benefiting the consumer, although not retpoding it as an end 
in itself.® They were aware, as were the regulatots, rf Se problems of vulnerable 
consumers (see paras 142-143), Init felt that mopetly i^teoKnl^ (udiich would include, in 
die case of electricity, reform of the Pool),* competition, woula benefit even diese in the 
long run.* 


Price Controls 

34. One objective of regulation was to establish mechanistru to prevent fhe utilities from 
ex{4oiting their dominatt market power given that Qmy face, initially at ipast liRle, or no 
elective comp^tion, while at the same time providi^ incentivea to iir^rove efficieDcy . Tbe 
aim was to achieve a balance, ensuring that (bo utilities were able to cany out their functioiB 
effectively and profitably, and protecting the interests of consumers in terms of prices and 
quality. To achieve this, the Govermnent chose to impose price controls, rather than methods 
such as an annual rate of return requirement which would control pr^ts, and adr^spd a 
formula based on the RPl-X principle.* Although not obliged by law to continue with this 
form of regulation, all utility regulators in the UK have so far decided to do so. The two 
energy regulators told us (hat they believe diat it protects consumeis tbe abuse of 
monopoly power and benefits consumeis through greater efficiencies, nlnle encouragiag 
comp^es further to increase efficieiicy.* 

33. The RPI-X price cap operates by restricting the aonual price changes to tbe rate of 
change of RPI minus or plus a fixed factor X. In addition there may also be controls on total 
atlowed revenue. The X is intended to represent an efikiency factor, and is based on the coat 
structure of the company. However, there are also provisions for the pass through of certain 
costs deemed to be outside the control of (he company, for example, environmental levies. 
Hence, consumer end prices do not oecessarUy rise or fall in line with RPI-X. There are also 
provisions for including forecasts in relation to ratting capital expendituib for tbe purposes 
of improving quality standards. Table 1 below shows the different price controls set and 
propo^ for gas and electricity sup|dy, distributioo and transmissioa charges since 
privatisation. In the gas sector. British Gas prices to coosamers who use under 2,500 thema 
a year (the monopoly eicmeut in gas stppiy). are cuncntly cap]^ by an X factor of 4; in the 
gas transportation and stora^ sector, tbe maximum avenge price which TransCo is allcwed 
to charge users of its facilities is capped RPI-S.* In the electricity sector, tbe price 
control formula applied to traasmission is currently RPl-3 (OFFER has agr^ [hence 
changes] to cut transmission prices by 20% in 1997 and set X at 4 from 1998 to 2001; 
distribution charges have been cut by 13% in 1996-1997 and X wUl be set at RPI-3 fwan 19OT 
UMfl axw).” 


*B*. 11,273. 

*Q.8«. 

*<5.J79. 

*Q.4«2. 

■"qq.jso. *tn. 

*E*. 11.324. 

*E?.1JI>27«,247. 

’^KAS, AnimU Import 19»S, k>.16-I7. 


Aatmel iUpert 1995, p.l; R iduvld bt d optd ttut 
\ vneet, iKH Ae oomuti mauumum ftSowM pnot aay be ^ 
iolbetable. lojgmicc.tlK pmc pte tio tt Mflrteecttcoatrcti^fwfai 
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XX n»XT XCTOKT HWM 


1 April 1994-Marra 1999 (ScoUaoil) 

Itt1-I.3 (Hydra) I 

Mt-l (ScanitliAraer) 1 

1 Nitrth*n> ElrctrkK; <trsi»nitejotl tiKl dbtribatloB) 1 

Afitfi i992-Mtreb 1997 


Fixed eompotieat (73%) 

RH+S.3 

Vxritbie compesent (23%) 

stn+i.o 

Aprs 1997>Mai^2Q02 <propoted) 

WtJO (1997)* 
itFI-2 (1998-2002)* 


so i> Uilx; ServKtt Teitbaal I!iir7.9^ (lomcaamti. 


* Proposal nfemxl lo MMC. 


36. Both elecbicity and gas prices to customen have fallen since ptmiisadtn. Electricity 
prices (before VA'O to domestic custotners have fallen by 1S% in real lenns, and industrial 
electricity prices to moderately large users fell by about 21% in teal lenns.^ In 1995 
industrial electricity and gas prices in real terms were at their lowest rince records began in 
1970. However, not all of this fall in prtes it directly attributable to the price eosnols. 
ESTUC argued ttiat “the fall in electricity prices since 1992 owes more lo favouiahie 
circumstances in the marixt for generation fuels dian to gre^r competition in 8uppiy“.'’’ 
The DOES stated that primary fuel prices, including the prices of coal and gas used by 
generators, have fallen since 1990/91, and that *lhe ii^act of such reductions on prices 
cannot, however, be considered independently of the introduction of compmdtion in the 
generation maitet*.^ He estimated that of the 15% fall in electricity pritxs in teal tenns 
to domestic cusKnners since 1990/91, “about 5% is the tesult of the operation of 
controls on distribution, transmission and sujqily charges. About 6% arises faom leductions 
in the purchase cost of generation which the RECs are permitted to pass through to franchise 
customers under the supply price control. The remaining 4% is the result of reductSoos in dm 
fossil fael levy*.” Of the 21% fall in industrial prices, “Just over 3% ... can be a t t ri bi w ed 
to the operation of price controls on distribution and transmission charges, about 13% to 
reductions in generation prices, and 5% to reductions in the levy* ” 

37. The price of gas to domestic customers has fallen by 24% in teal tenns since 
privatisation,” while prices to commercial and industrial gas customen have fallen by 59% 
in teal terms. In 1995, the latest year for which data are available, UK induatrial gas prices 
were the lowest in the European Union.” Table n below shows the extent to whi^ Ite fall 
in prices to coosutoecs is associated with reduced wholesale gas prices and to what extent It 
is the result of lower traiuportation, storage and Wj^ly costs. 

Table 11: British Gas Customers consuming at or bdow 2,500 
therms of Gsa a year (real 1996 prices) 





% reduction 

Gas Costs 

22.25 

20.21 

19.96 

Other Costs' 

38.94 

28.52 

26.76 

TOTAL 

64.19 

48.73 

24 


“E*. p.300. 

”Mein, p.l8. 

“Ev. p.300. 

"m. 

”Ev. p.Ml. 

“HC Deb c, 1093 w. 
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OFOAS told lu that the nibatantial reduction of prices to [industrial] customers was larg^ 
associated with lower wholesale costs, and that ‘much of the md price reduction to smaller 
customeis who are still protected price controls is the result of direct icgulatoty 
intervention*.’’ The broad reductions referred to by OFGAS were confirmed by tiie D^, 
who stated that “around two-thirds of the fait in real consumer prices ... was due to the Ml 
in beach prices, with around one-third attributable to the price cap on non-gas coats" and duu, 
during 1992 to 1996, *wfacn beach prices have fallen less sh^ly and have hren subject to 
a sroarate cappii^ arrangemeM, the coniributioQ to the fell in final gas prices (exchiding 
VAT) of the gas cost element In the formula and the noo-ges cost element have been sunilar' 
(see Table III).*’ (A more detailed exeminetion eppcait in peras 182-188). 

Table ni: Movements fat Gas Coats since 1980/81 


(s) MovenMOt [a SBs prim la cash tenns 



a 

b 

€ 

6 

• 

r 

% CfcMU 

r— I 


I980n 

I9«3/« 

1986^ 

1991/2 

1^1 

E9 

b/i 

wm 

e9j 

RPI sss 

49.4 

89.18 

90.3 

107.8 

107 

113 

80.5 

19.4 

S3 1 

(Exetoding VAT) 






104 




NoD«fM cost 

0.31 

0.76 

0.84 

t.os 

1.10 

1.20 

48.1 

25.0 

g 

p/kWh 

(Exchidtng VAT) 






1.06 




BtMb'fasGOSt 

pAtWh 

0.281 

0.673 

0.61 

0.66 

0.60 

0J9 

139.4 

8.3 

D! 

TtNal gss cost 

0.29 

1.43 

1.43 

1.71 

l.«9 

1.79 

805 

17.9 

SJ 

p/kWb 

<Excb»ding VAT) 






1.63 
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(b) Mevsnicat hi fits priesa ia real israti 



a 

b 

< 

6 

7- 

7“ 

% dmmt 

r— n 


1980/1 

1983/6 

1986^7 

1991/3 

ica 

wm 

b/a 

d/b 

IS 

RPI gu 

(Excluding VAT) 

87.1 

115.4 

113.4 

99.8 

93.8 

BfB 

325 

-13.0 

irii 

Non-^ coat p/fc?/h 
(Excluding VAT) 

0.90 

0.98 

1.06 

0.99 

1.01 

IJOD 

0.89 


*6.6 

Ml 


OJ 

0,87 

0.76 

0.61 

I 

Ifil 

B9 


Bn 

1 Total gat cost p/kWh 

I (Excluding VAT) 

1.40 

l.SS 

l.SZ 

1.60 

154 

1.47 

136 

335 

-12.1 



Source: Ev. p.341. 


38. The Trades Union Congi^ and E8TUC argued ibat part of the productivity gains have 
also been due to reducciotu in employment costs. ESTUC told us that tlnce 1989/90 
employmeiu in the RECs has fallen by 38X.'' Oveiall, in the electricity inhiHiy. “tbere 
have t^n job losses of 50% in generation, 30% in tnunmissioo, end 16% In diitributlon*.* 


"Ev. 

“e*. pJ4l. 
“Mem. p.90. 
‘Hdeas. p.ll3. 
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The DOOS said (hat ‘British Gas has achieved subMantial gaim in labour productivity*.** 
During the period 1990 to 1995 there was a 43.6% foil in the number of ei^oyees.** lob 
losses in electricity and gas industries since privatisation lota] some 45,000 (Company Reports 
HOC Library). We have not attempted to quantify the foacdon of the job losses which relate 
to the productivity gains or to the savings passed on to the consumer by way of price 
reductions but against any benefit or lower pr^. there is an offset for die cost to the natioa 
of the related uoemplciynicnt. 

39. While mariy of the savings made in both the gas and electricity industries cannot be 
directly attributed to the operation of price controls or regulatitm, there h no guarantee that 
these savings would have been idersined or passed on to the consumer if h had not been (br 
the conqietitive environment created by privatisatian. 


Why incemive regula/ionf 

40. Several witnesses contrasted the RPl-X form of Incentive regulation widi be ‘rate of 
return’ meb^ adopted in the US. which is based on controlling die profits of regulated 
companies. A particular advantage of (he rale of tfoum system is that it reduces the possible 
extremes of profit or loss. However, a system which permits the firms to cam no more than 
the specified rate of return each year does not give the conmny strong incentives to reduce 
costs because the company wilt receive no benefits from eHicienc]r im^vements.** In foct, 
as we found whsn we visited the United States, (here is an incentive to undertate excessive 
capital expenditure in or^ to expand the asset base co which the rate of return is to be 
earned (a process known as ‘gold-plating’). This is regarded as the major drawback of the 
rate of return system. The DTI aral the energy regulatm argue that this system would also 
require more regulatory intervention, for exam^, the rate of remm would have to be 
monitored closely.** Mr Eggar described rate of tetum regulatioa as *too cumbetsofne, 
costly and legalistic'.** He also ^nted out that most countries introducing regulatory 
systems 'are adopting the United Kingdom system of price comrol rather than the United 
States system.* *• 

41. Several witresses, including the Energy Advisory Panel and Midland Electricity pic, 
regarded the RPI-X form of incentive regulation as superior to rate of return legulitioo 
because it gives management a direct financial incentive to became mote efficicDt, as well at 
allowing control over the level of prices charged to consumers.** If the company can 
increase efficiency by an amount grater than that allowed for by the regulator it can retain 
the additional profits (economic profit), for the period of the price cap.** This provides 
powerful incentives to reduce costs. Conversely, if efficiency improvements are leas than 
expected, profits are reduced. In addition, the price caps are reviewed periodically in order 
to achieve an equitable balance between additional returns to the sha r e h olders frmn bat 
improved efficiency, which riuiuuiins incencives for the fimue, and the passing un of the 
further improvement to consumers, either by a one-off cut in prices in the year following the 
review, or a ti|juer annual value for X (i.e. a lower price to cusnxners from the dale of 
the periodic review).” 


“Ev. p.l47. 

*‘lUpait by lbs CooHrollsr and Aadiloc Gansril on tXr Werk of in DinOort Otnenl of Telocommmlcaioiu, 
Gassipp^. Waur»rvtce> and EtootneUy Su^h. l99S.p.I7a. 

•^V. pJ47; Mem. p.2». 

“Ev. PP.24S. 277. J24. 

"Ey. p.71. 

“qjii. 

“’Mem. p. 1 17; By. p.324; Mem. pp.i\-2', Ev. pp.176.7; Mws. pjl. 

*®Mem. p.ilS. 

”ev. pp.2r76-7. 
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Crilietsms tf Ike RPi-Xform regukttion 

42. Criticisms of RPI-X regulation have centred around dte Implementation and operatiaii 
of the fonnula, the main ones being; 

— the RPI-X caps “have not been tough enough";” that the high levels of profits and 
returns achieved by the companies have not been consistent with a fidr distribution 
of benefits between the shareholders and customers;” 

— the disadvantage that the regulator faces in obtaining accuiMe infomation sboot the 
company’s e^iciett kvel of forwanMookiiig costs gives the company scope to 
obscnire the picture feading to a built-in tendency to set price caps which are too 
la*;" 

— any miMakes made in the setti^ of prices carry a risk of being magnified die 

length of time for which the price couret is set. ” 

43. Both the energy regulators argue that the high levels of profits were confined to the 
initial controls set by the Government on privatisatkm." The Eastern Group claimed that 
the Goveramem set die price caps at a level which would make the flotations atinaive to 
investors, that the price caps tended to undetstate the possible efficiency gains and diat the 
caps were not set on the basis of deuiled ccoipaiative and evaluative exercises fUndamcnlal 
to subsequent periodic reviews.” Both energy regulators believe the net result was dial the 
initial price controls unduly favoured shareholders over customers." We agree, though we 
find it hard to see how it would have been passible prior to flotation to have accurately 
estimated likely efficiency gains. 

44. In subsequent price reviews the energy regulators have set progressively more stringent 
price controls, pertly because they have become more experienced at operedag RFI-X 
coiXrtds. and partly because they have accumulated historic data to help them. " At the tame 
time it is becoming increasingly challenging for companies to make condmiing efficiency 
savings and, according to National Power, it will become increasingly difficult fcmconqianies 
to beat X.* The evi^nce suggests that the second and subscqirent reviews appw to have 
passed on a pnqxirtion of the out-performance of the first period thus redressi^ to some 
exieis the batanw between shareholders and cansumets.*' 

45. However, the GCC is "convinced that the consumer still mys too much for gas" partly 
because the Council believes dial TransCo's costs are inflated," United Oaa sugnted that 
sesne SO % of TransCo's cosa are charged in from other paita of the otganisationT" OFOAS 
admitted that H waa "vecy suspicious that those CTrenk^o’i] figures are inflated*." We 
received no evidence of equivalent concern about NGC. However, the issue here is not the 
UK of the RPI-X formula in principle, but of the valuation of aasets and getting tbd X Ihctor 
rigid. The DOES is of the view, that ‘to (be extent that diere has been public concern, it 


"Mem. p.68. 

”b». p.»9. 

"Bv. p JW. I«7. 

”Ey. pMT. 

yi*"!', ‘tMlUiei JbfsaitfK CmssMoi fitr Omntt'. Proftnor UshdiM, InSwry I*KIM Goaftnaoe, 
”lv. pjio. 

MegmhUoe C&ntul/axton fir CWsre'. ProSe st or Liiilecfa94. tudusny Penntt Co^naos, 

p.34. 

*^MB. p.S4. 

*fiS^t»A^raiaMKMCMuiiltaricMf^Capsfr*.^refcssorUide<tilld.li)eisnyFoniniCoahmoel9a5 

PP-S-a. 

“Q.SiS. 


“Q.103. 
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seems to have focused on a suh-set of controls of a sub-set of companies i> one partKular 
industry, namely the initial and subsequent dlsuibucion price coniols of the teE»nal 
eleciticily companies in England and Wales*. This suggests that any problems with price 
controls are likely to be “associated with the specific cireumslances ttjd treatment of those 
particular businesses, both at flotation and subsequeody, rather than being a genetic problem 
associated with RPl-X price controls for regulated monopolies*.'’ 

46. With regard to claims that TiansCo’s cost are ianated, the DOGS toM us that “we have 
never got to the bottom of the charges that British Oss Corporate Centre charges to TtansCo 
or to the public gas supply business’.* This maoes has now been referred to the MMC. 
This raises a fundament issue about the amount of information on the regulated business to 
which the regulator should have access. If the regulator had access to all information 
available to a regulated contoaiQ when setting the X fiacior. the likelihood of forecast 
performance being exceeded by diia of lower-than-agreed capital and/or tolerating expemSiute 
could be avoided. While pertoimance better than foreseen by die legulatix may be redressed 
in the following price control round, we do not find it satisfactory that calculating the value 
of X is, in part, a function of incomplete information. Shoit-teim gain for shaieboMers 
through obfuscation is not acceptable and regulators should consider wtat additional powers 
ate necessary to obtain complete and timely information from regulated companies. 


Profit-sharing 

47. A common suggestion for regulatory improvement is that RPl-X should ifc replaced by 
some form of profit-sharing formula. The DOES slates that “RPl-X already does diate the 
benefits of cost reductions”: this is done “by setting price limits fansed on projected cost 
reductions, and by setting subsequem limits tcflwiing experience of acgial ctjkt 
reductions" The prospective benefits of this will ibeteftxe be built in to thfc pricn clwgM 
umkr Che control.** However, shareholders gm the rewards first, and customeis in the 
subsequent price review period ttirough lower prices for the future. Kcseaich undeitakeo by 
Natick Economic Research Associates has shown that “over time, pustomers get over 70% 
of eny efficiency improvement, and shareholders under 30%'.* Whilst efficiency Is an 
important aspect of the price control formula, the economic profits that the momqxiUes make, 
even though they derive from out-performance of the regidaiors’ surrogate competition 
through price controls, may be perceived as “excess* profit gained by the abuse of mompol^ 
power. Whatever the reasone, there have been dramatic profit increases, and it is 
understandable that consumers are concerned that they might not be receiving thegr fair shsue 
of the benefiis of efficiency savings; and it is widely believed that shareholden have benefited 
far mote than consumers (see paras IgZ-lSS).* Such concerns have led to ptopools for 
reforming the RPI-X legulaiion formula. 

48. Several variants of profn-diaring, such as ‘annual formula* profit-sharing and “sliding 
scale* schemes, have been referred to by witnesses. Such schemes would give custonert a 
greater or earlier share of any unanticipated efficiency gains than the RPI-X imnuia does. 
Arniual focmula profit-sharing requires fixed rebatea bas^ on the actual profit earned in the 
year. A profit threshold is determined for the company and, if actual profit is greater than 
the threshold, then a proportirai of the excess profit is returned to castomers, usuMy ^ way 
of price leduciions or a rebate in the following rar. With sliding scale leguhtiai the 
company can choose to set lower prices in return for a lower rate of profit-sharing. If die 
profit-sharing scheme is symmetrical as regards risk, then the company might also be aOowed 
to raise prices if profits fell below tbe given thredwld level of profit. 


* nesatsUon Consuhtttten Prefessor Utdediild. lodjiiiiy Fonun Coofovnee. 1995. 9.7. 

■q.901 

’’’'VlilUks gesaWaii CauututUmfir Ctuuite", Profestcc Uuleclilld, Intasliy Faraia ConSireace, 1995, p.a. 

**Ev. p.276. 

’’‘Olithkt Stpilahon Cauuluaienftr Clutxge’, Piafessor Unlediitd. todusuy Rmnn ConferciKe, 1995, 9 .S. 
*«$. Q.4SS: Mem. p-93. 
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49. The main advantages of a profit-than^ mechanism aie that it ensures that prices do 
not get significaittly out of line with cosU, U createi an automatic correction over a^ lax 
price fonnula and, moit imponandy, it re^u in an earlier, more cquitaMe diitribution of 
efficieney benefits between shaieholdeTs and consumers.'' Several disadvaetages were also 
put forward; 

— any sanctions on profits would have detrimental effects on incentivea to reduce costs 
compared with the existing RPI-X control;” 

— although customers might receive a larger share of the profits in the short term, this 
is lilsly to be mote than offset by the higher cost base which they would ultimately 
have to bear;” 

— there is a risk that it would give companies incentives to manipulate profit levels so 
as to minimise or eliminate any requirement to reduce prices to customers; 

— above all, profit-sharing would make regulation more detailed, complex and 
uncertain as it would involve defining ’normal’ and ‘excess’ profits, and annual 
discussions between the regulator and the company.” 

50. After consulting on the issue of profit-sharing, the regulators have, on the whole, 
rejected the idea in favour of the existing system chiefly on the grounds that extemive annual 
pi^t-sharing arrangements are likely to reduce incentives to increase efficiency. For 
example, the tail regulator opted to start with the RPI-X fonn of cootrol.” According to 
OFGAS, “evidence from the US, where such a [profit-ibaring] fonn of control has bm 
implemented, does not indicate compensating advantages”.’* The DGES's response has been 
not to reject it completely. He believes that diere is a case for considering altemativbs aldn 
to sliding scale regulation in certain circumstances, and has proposed a form of a sliding scale 
control on NGC's revenue from transmissioo services.’’ 

51. The CCC argues that sliding scale regulation ‘should not be lightly discarded by 
regulators”." However, the weight of the evidence suggested tluit profit-sharing has not yet 
been sufficiemly developed. The MEB believes “that kui^ an approach requires funlW 
carefol consideration and investigation, with possibljt a nmited trial to assist wider dcbalc, 
prior to any serious consideration being given to its introduction in the future’." 

52. None of the witnesses put forward definitioos of ’oannal' or ’excess’ profits, dius 
reinforcing the view that such terms would be difficult to define. The MEB believes that the 
regulators ‘have tended not to commit themselves other than in broad terms” 1^ addressing 
these issues.'" With regard to the determination of the proportion of the profita to be 
returned to customers, a 50:50 split was suggested, but reasons to support this ratio, as 
tqrposed to any other, were not given; nor was there any discussion of the implicatioD this 
would have for the incentive regulator ftamework. 

53. The MEB argued that the nature of profit-sharing within the current RPI-X regulation 
is tKX explicit and is, therefore, not well understood."' The extent to which this contributes 


"eg. E». P.17S; Et. p.»6. 

p.31. 

**Mem. p.3<. 

"eg. Mem. p.8S; Ev. p.191. 
’h^em. p.lS. 

“Ev. pj«. 

"Ev. p.276. 

"Ev. p.96. 

p.31. 

"'jwa. 
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to the dissatisfaction with the curtcot regime, rather than a belief diat there are (undameotat 
flaws with the RPl-X formula, U luKlear, A more explicit fonn ot {ntrflt-diarij^ sis^ be 
more accqXable politicallj', but whether profit-sharii^ is on balance a desiraMe alternative to 
RPI-X lepdation depends on judgements of the extent of die disinceniive to efficiency_lhe 
increased regulatory burden and the relative weights placed on efficiency and er^ity 
objectives. We were interested by the Direaor General of Water Surly’s recent proposals 
for a voluntary acceleration scheme for the earlier sharing of profits with consumers: because 
it is a voluntaiy scheme it should not destroy incentives to efiicieiicy.'” By its very nature, 
such a scheme cannot be imposed by Government or the regulators; nevcilhcless, we urge 
companies to consider voluntary acceleration. 

54. Britisb Gas argued strongly for a profit-sharing mechanism to be inbrodosed akegside 
the current RPI-X control for a different reason. It pointed out that RPI-X tepdation provides 
strong incentives to achieve effleiency gains at tte beginning of die price control period 
compared to the end of the period. British Gas told us that 'savings made earlier in the 
formula period were worth far more than savings made coward the end because lower cotdn, 
under gas regulation thus far, are incorporated in the revised and lower cost base for die next 
period”.'" It believes that the foimula encourages a shoit-tenn focus <m efiicieocy gains 
and chat a better balance needs to be achieved between the shott-teim interests of gas 
consumers and the need to finance the business. Essentially British Gas’s concern is that the 
company’s shareholders will not benefit from the lower cost level created as a result oflits 
restructuring piograrame; instead the benefits will be passed to consumers throu^ lower 
prices. British Gas considers that a profit-sharing system would allow the efficiency 
incentives to be the same throughout the period, and it would prefer a profU-sharii% system < 
which would allow some element of ‘roll-over’ of cost-savings wherel^ benefits accrued to 
shareholders as well as customers. OFOAS rejected British Gas’s proposal on the basis that 
it was potentially subjective, interventionist, and the calculations involved wouM be conqilex. 
Instead, OFCAS prc^io^ a risk sharing mechanism relating to die costs associated with the 
introduction of complition in domestic gas supply.'** We think that British Gas’s point 
about RPI-X regulation providing stronger incemives to efficieiicy in the earlier years is an 
important one. However, it appears to us that the proposal which British Gas have put 
forward would benefit shareholders the most. We sui^rt the DGGS’s decisioo tmt to 
introduce British Gas’s proposals. 

55. None of the options we have examined is prfect. Although many witnesses criticised 
the RPI-X form of incentive regulation by periodic review, the weight of out evidence did not 
support a move towards a rate of tetura approach."” In fact, witnesses regarded die rate 
of return method as having significant and numerous deficiencies compared with the RPI-X 
formula.'** The arguments for incentive regulation are powerful and the advantages of life 
RPI-X incentive regulation outweigh those of rate of letuni, and other forms of proflt-diariag, 
such as annual fonnula profil-sharing and sliding scale legulation, because tix^ are likely fo 
erode incentives. Therefore, the RPI-X form of incentive regulation has much to ccnnnend 
it over other methods, above all. because it provides powe^ incemives to coinxmies to 
reduce costs through efficiency improvements, a feature we regard as central in any formula 
chosen. The weight of our evidence suggests that there are strmig arguments in favour of the 
continuity and fine-tuning of the current formula. Given the complexity of price control 
regulation and the clear advances being made by regulators, we would regard the 
abandonment of RPI-X as being a reaction to past deficietxiiea. We therefore support the 
cominuation of RPI-X incentive regdation to its broadest sense on the grounds that it is 
essential for the mainteiumce of effective incentives to efliciency but believe that tuiQier wenk 
needs to be done to improve the estimation of X. We recognise that profit-sharing has not 
been sufficiently developed or tested and we do not role it out as an t^on for te future. 
We recommend that the use of RPI-X Incentive regulation be contlnoed. 
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The review period 

56. Tbe DGGS Ii3s Kt a 5 year price contrcd for Britiah Gai TnaaC^,*’’ wMle the 
DOES has c^d for a 4 year duratioo for transmissioo and 5 years tar the t^ributioii price 
controls of electricity. Tbe DOES believes that a price cotarol period has to be sufihciei^ 
long to give the company a period of relative certainty within which it can work to reduce 
costs, and undertake investment, with the knowledge that the co«t savings arc not gt^ng to be 
taken away from it. but not ‘so long that conditions can change, so the control can t|ini out 
to be far too lax or far too tight". In his opinion *a period of 4 to d yean is about the 
sort of time".’" 

57. Companies generally disagreed with dtis, claiming that they need a loi^r period 10 
iiqirove efficiency and undertake investments. The only persuasive a^nnenl for a longa 
price review period was that put forward by tbe NGC. NOC claimed that the ‘periodic 
reviews of prices which the company is allowed to charge for use of its system are on a far 
shorter time-scale than tbe asset lives*.'" 'Accordingly, significant change by the regulator 
from one review period to the next of one or more key financial variablea which determine 
the final RPI-X price control can considerably undennine the capacity to ensorf a stable 
background for continuing investment'.'" We are not convinced. NpC's argument 
appears to be based essentially on the lack of consistency in the regulattn frHtnewoik, 
particularly with regard to the calculation of the asset base and the cost m capital which 
determines allowed revenue. If the regulator were to adopt a more consisteitt api»aach U> 
calculating NOC’s valuation of assets and allowable revenues (see paras 67 onwanb), then 
there would be no reason for extending the.price control period beyond 4 or 5 years. In any 
case there is a riak that, if the review period were to be extended, there would be greater 
temptation to revisit it in between the reviews if any of tbe variables or assumptions were to 
cha^ significantly. 

58. NGC argued very strongly for a 5 mtber than a 4 year price review period, during the 
recent transmission price control review. After consideration and consultation, the DOES 
rejected their proposal and concluded that a 4 year price review period should remain. HU 
arguments were based on the hurt that there was scope ftw considerable change in dte 
transmission business, and there was uncertainty about the level of new competition entering 
the market and the level of NGC’s non-controllable operating costs and that he took 
deveiopmems further ahead than 4 years into account in his price control review.'" 

59. The length of the review period choKtt depends very much on the circutnatances within 
(he industry. For example, with further liberalisation of the gas and eleclricily markMs, the 
regulators may thittk it appropriate to review some sectors more frequently until the markets 
settle. There are nonetheless strong arguments for 5 years in tranamissian. particulaiiy as 
expcfieoce is gained with die passage of time and forecasta improve and the amoua at 
inefficiency remaining is reduced. 

60. There has only been one occasion when an energy regulator haa reconsidered a price 
review. The DGES, in March 1995, decided to reconsider distribution prices lets than 12 
months after completing the (iist review but before the new regime was formally in place. 
Thia occurred because the DGES came to the view that tbe price control he had proposed in 
August 1994 was no longer appropriate, as circumstances had changed sufficienily aince 
setting tbe original controls. He argued (hat essentia] new information had come to tight 
concerning share price movcmenls and the terms of (be Trafalgar Heuse bid for Nonhem 
Electric."^ TTie DGES believed that 'although re-examiiung toe pit;>osed coatnds 
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increase uncertainty in the ahott term. I considered tliat tiiis was piefnabie to the risk that, 
if I did nothing, the implemented controls might need to be ie-o|i«ied before die end of dietr 
five year term."'” We examined the DGES’a decision to re-open the price control re^ew 
at lei^ in our report Aspects tjf the Electricity Supply bubatry, July 1995 (HC dSl-D in 
which we were critical about the rigour with which the DGES had scrutkiaed distribution and 
transmission reveiaie and costs. We concluded that, on balance, die DOES was ti^ to re- 
open the review, mainly because “die review was reapened before the revised i^ice coodoi 
had come iiso effect and during die period allowed for lep^matiom or objectttms, and the 
very idea of inviting repieseiiations or objections must indicate that a leconsideretioa w 
p(»sibte'',“’ We dim recommended that ‘such a procedure be avoided in die fotme*. ao 
as not to create reguiatiMy uncertainty and undermine die credibility of the rej^atoty 
system.*'* 

61. Several witnesses argued that, if the regulators were to re-open a reriew as a matter 
of course, price regulation would dcterireate into a complicatsd form of rate of return 
regulation,'” it would undermine the regulatory coninct, afftet investin' legitimate 
expectations and ‘will tend to increase the coat of capita], to the utdtiate detrimem of 
customeiB*."' The DOES told us that the circumstances have to be “{Kelly eceeptional' 
before a price review can be re-opened and he doea not see ‘major events occurrl^ over the 
next few years that would necessitate re-opening a price contnd’."’ We tectqpuse that 
revisiting a price review can cause instability, which could be detrimental to the industry 
given the need for loi^-term investmerts; however, no one reported to uf any significam 
adverse affecm resultii^ from the re-i^ning of the electricity distrilRition review. Our 
conclusion remains the same as before. We believe thit regulators should not in general re- 
open price reviews, for reasons of consistency, equity and the niaimenance of incendves, 
althou^ we cannot rule it out completely where Ihm have been significant and exceptional 
changes in ciicumstanccs. 


The Retail Price Index 

62. The RPI has been used in the price control formulae in order to link the annial price 
changes to the level of inflation. The Public Utility Reform Croup (PURGe) argued Stety 
strongly that the use of RPI, which they called a cnide proxy for the rate of infimion, resulted 
in hi^r prices to consumers than if a more suitable index, such as the RPIY, was ured. The 
RPIY index excludes indirect taxes and mortgage imeiest payments and it is for this leason 
that PURGe regard it to be more suiuble. Pt^Ge argued that, during the {leriod August 
1989 to August 1991, the RPI rose by 18.9%, whilst the RPIY rose by only 13.7%, resulting 
in regulated companies beiM allow^ to raise (irices I 7 4.5% more foan they could have if 
the WIY had used.”* The Bank of England were more cautious ateut RPIY tikl 
pointed out that ‘while RPIY was below RP! ...for all of 1994 and 1995, this fototiomhip bm 
not held at all times in the past and, for substantial periods the lelatiOfBbip was revened.' 

We believe that the real issue here is not whether a lower price in^ should be used but 
whkh imlex is the most appropriate. 

63. There are good arguments for keeping the RPI ele inem. It has the advantage of beiag 
simple and generally understood by the public. OFTEL rejected RPIY, afier considetii% k, 
specifically on the grounds that it is less well known.™ Abo, as OPCAS pointed ottt, other 
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consideraiiom are taken imo account in setting X and, as RPI-X is relatively cnide anyway, 
using another index such as RPIY would make very little difleience to the price connol.^“ 

64. B<nh the energy regulators rejected using mdustiy specific indices, which would more 
closely reflect the costs of the particular inhistiy. The DGES believes that the use of any 
other index would cause confusion and suspicion among cocsumeis. He told us ‘they will 
not know what that is and ... they will begin to get suspicious: how is this index constructed 
and who is to say that the companies are not influencing flat in some way. What we would 
end up with if you went down that route is a series of diffeient indexes* both between 
industries and within them for different sectors.™ 

65. We believe that the arguments for ke^ng RPI are much stronger than those for moving 
to RPIY or ai^ other index at present. If prices are higher than they should be it is not 
because of the use of RPI raiber than RPIY in the formula, but because X has mx been sec 
as accurately as it could have been. Confideiice in the formula can only be listained if 
improvements are made to the methodology for calculating X. We therefore rlmimmaiid 
that regulators continue to use RPI as a measm of inflation in the price control fommla 
while coatinuing to seek improvements in the methodology tbr estimating X. 


Determination cf price levels 

66. The price cap the regulators set must allow the regulated company to cover its forecast 
costs from sales revenue. The cakulation of price caps is bated on assessments cf the 
company’s operating costs, capital expenditure, the annua] depreciation charge and the cost 
of capi^ (new and existing). This mformation is also used to arrive at X. the appn^riace 
foctor for productivity improvements through the review period. Several witnesses considered 
this to be an enormously difficulc task as companies have the incentive to ovetslate their costs 
and investment requirements.™ For example, Enron pointed out that British Gat’s capital 
investments were subsuntially over-estimated from the beginning, and that ‘they [Brititfa 
were underspending their estimated capital for the puipoee by an average of 30% a year*.™ 


67. With regard to operadng cosu and capkal expenditure, regulators use a variety of 
methods to examine the compiles' projected expenditure requirements and the scope for 
companies to improve their efTiciency. Such methods include comparisons between companies 
affecbMl by the review, comparisons with other companies at home or abroad, comparisons 
with past expenditure and pcrfoimamce, advice from consultants, discussions with other 
companies in the industry and cross-cbeciang of information provided with independent 
sources.™ 


68. The evidence from the National Grid Company and British Gas indicates that there is 
a great deal of contention between the indnstries and the reguliion about the principles of 
calculation Of the annual depreciation allowance, the aaset base, and of the cost of capital. 
These elements are vitally important because diey affect the tout allowable revenue on which 
X is based. 

69. The main criticisms centred around inconsistency from one review to anodier in the 
regulators’ approach t o the basis on which assets were depteciated and the cost of enpital.™ 
Both OFOAS and OFFER have decided during the most recent price reviews to cha^ the 
basis of calculating regulated revenues. OFGAS has proposed basing depreciation and the rate 
of return on acquisition costs, whereas in the pest the current cost accounting basis has been 
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lued; and OFI^ lias moved to t maHst-tWied uset wluation mote cloMty related to 
acquisition cost. Both British Gas and the NGC have stm^y opposed tbsae moves because 
they claim that they have created u uucenaia environmeiil for hnure investnanu and 
increased regulatcey risk which ‘pushes up the cost capital, nudeini the busioets hi^ier-risk 
ftwn the investor viewpoint”.'® One example of this is die 'namQ> ftnmida which was 
announced in May lSl9d and resulted in BiHish Cas’s diare price failing by 30% and seitlli« 
around 25% lower.'’* The NOC summarised the outcome of dieae ehadgea as *ttie 
regulated transmission businesses ... &ee the continul^ risk of seeing latge parts of tbrir 
asset bases written oft for regulatoiy purposes, while beu% allowed to eam latei of rehm (on 
the remaining assets) which are premia^ m dKtn being low risk borinesses. This itinat a 
reasonable basis for investing in vitsl infrastruenues. In particular, it tfoes not hale die 
imecnal consbrency which ctauacierises US regulation, where relatively low rales of return 
co-cxist with the imderstandlng that, once assets are in a company’s re^atoiy base ... diey 
are in the rate base for the a^eed life of the assets”."' 

70. The NGC. among other companies, called for cieai and consistent rales on Irey focton 
such as the cost of capital, the regulatoiy asset base and treatment into folure of efficiency 
gains above ‘atget* from past review periods* as bei^ essential fra a nuvre stable process 
and for encouraging long-term investment in national i^structutes."* ffonsisteocy on the 
cost of capital wsssecn as the key area, so 'that in each period we do not keep cm re-visiiii^ 
this figure”.'” 

71. We believe that there is a strong case for having clear and consistent giudelines, 
especially on how the regulatory asset base should be calculated and whether the prfociide wiD 
cany through to the next review pei^ We note that, psitly as a result of recent MMC 
incpiiries, greater ccmsisiency is being shown. We, therefore, racommeiid that the 
regulators develop such clear rules and ceaununieatc thren, and any sobseqiieiit changea, 
to the regulated companiea. 

72. The rate of return on capital employed <i.e. profits and kwn interest) should be SM as 
low as possible to minimise the cost to customers, but high enough to allow an efSciem 
business to attract capital necessary for investmea. The regulatois fove teoentiy set the real 
rate of renim on cs^iial at 6% to 7*.'** The rate of recuin was generalht arrived at alter 
consultation, analysis of rates of returns obtained in the securities markets and assessment of 
the effect of taxation or, as in the case of OK3AS, the woric done by thl MMC m 1993. 

73. Several witnesses argued that there wax a lack of cesnmon nieibQdologics for price 
setting among the regulators. Dr Dieter Helm believed that one result of this wu a *big^ 
cost of capital which raises the long run prices to consumers”.'” South Western Hectrit^y 
pic (SWl^) suggested that "» new panel should be created to coorider end esiabiitil a 
common methodology for sectoral regulators on the main legulatoy issues such u asset 
valuation, depreciation and cost of capital’ which should be publiriied."* The Director 
General ^ OFWAT told us that *we [regulaton] are also Icarniag a lot from each other in 
terms of process”.'” The balance of evidence suggests that 'over the yean ... [foe 
regulators] have actually arrived at very commM methodologies across die price cmands”. 
particularly In tenns of the asset bese and foe rate of return, and paiticulaify in ^ and 
electricity, veiy similar a|q>toachcs are emerging.'” The DOGS ndd us foot foe s^preacb 
to foe rate of return 'varies slightly according to foe level of risk in foe particular bushiest 
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contxrned''.'” The regulators have itiade good pr(^;tess in this area and. providii^ Ihia 
continues, we do not thbik there is a need for special paasls for this spKifie purpose. While 
we accept that industries have difTcreett characteristics, and inconsistencies between industries 
may arise, we recocomend that indlTidusd regulators dMwld ledc to improve tbdr 
calculations by taking accoont of regulatory practices fai otber industries with the aim of 
achieving greater consistency. This is espMijdly important for energy regulators whose 
dlfTcreiit methodologies could distort the choice of energy source. 


Developing Competition 


To promote or to secure f 

74. Both energy regulators t»w have a statutory duty to develop competition.'* Under 
the Gas Act 1995, the DGGS has a duty to ‘secure effective competition in the canying on 
of the supply and shipping of gas” Under the Electricity Act 1989, the DOES has a duty 
to ‘promote competition in the generation and supply of electricity.”*** During the course 
of our inquiry, considerable debate has turned on dirferences between these duties aiut, more 
precisely, on whether there is a practical difference between securing effective competition 
and promotir® conqietitioo. 

75. Mr Eggar told us that ‘it is a feature of the art of the parliamenta^ drau^Usman ... 
that differertces [in wording] do emer^ from time to time and K is sometimes not very easy 
to explain them”.'** He believed that in, practical terms, there was little difference between 
the duties of the two regulators in regard to competition.’** Professor Lifclechild also told 
us that he was not aware of any practical difference between his duties and that of the DOOS 
in relation to competition.'*’ Lord Fraser told us that the difference seemed ‘in principle 
to be essentially a stylistic matter rather than any attempt to confer upon the diffemnt 
regulators differete powers”.'** It is clear, however, that this is not a universal opinion. 
Ms Spottiswoode told us “there is a very big differeiice ... promoting is less active than 
securing”.'*’ Indeed, OFCAS fought h^ to have ‘secure’ in the 1W5 Gas Act, which 
in^cates the importance it, at least, attached to having such tetminology in the legislation.'** 
The EIUG told us that the different terminology in the two Acts was ‘of great concern to 
energy intensive companies” and that ‘these phrases are vital to development of the matkels 
to the benefit of customers”.'** Ms Waters, policy adviser to the BIUO, argued that die use 
of the word ‘secure’ in the Gas Act offered ‘industrial customers the ability to turn roimd and 
say to the regulator ‘this is not effective competition’*”* but that, in comrasi. if that was 
said to the elrctricity regulator, ‘he has every tight to say ‘but 1 am doing my best, 1 am 
promoting it’".”' 

76. While we have some sympathy whb the argument pot forward by the EfUO, we 
Moclude that the argument is in reality over nothing mote than semantics. Certainly, we have 
detected no sign lluit the Government, in passing the legislation, intended there to he any 
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